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PROCEEDINGS

MS. FERNANDEZ: Good morning, and welcome to
our second series of conferences on standard market
design. It'sgoing to be second in a series, so that
there will be other opportunities for conferences.

Thisweek, were going to talk about -- we have
Six panels over the next three days to talk about various
aspects of sandard market design and what should be
included in apotentid from the Commission.

Today we have energy markets and operating
resarves in the morning, transmission rights and finance
rightsin the afternoon. Generation adequacy and
transmission tariff trangtion are the topics for
tomorrow's pands. And on Thursday, we're going to have
market power mitigation and minimizing implementation
cost.

In terms of some generd logidtics, weve asked
al of the various panelsto gart off with, say, like an
opening statement of no more than about three minutes to
sort of give the basic position on the topics.

In the back of the room, there is a package
that we've put out that gives the agenda and also some
various questions that we have sent to the various pand
members before, to give some idea as to the generd types

of topics that would be discussed in each of the pandls.



We're probably going to bresk for lunch around
12:30, and we are going to try to work in ashort break
during the pand so0 people won't have to st for three
hours straight. The sessons are likely to end around
4:45, 5.00 each day.

One other topic that I'd just like to remind
everyoneisthat RMO01-12 is an open docket. If people
have opening Satements that they would like to file, they
can befiled in that docket. If people hear things during
the conference that they would like to comment on, they
can a0 file them through that docket.

The purpose of this week's conference isto get
additiond views from al segments of theindudtry. |
think we have very distinguished pandsfor each of them,
representing various segments and viewpoints. In terms of
the procedure, I'm going to largely turn it over to Kevin
now.

Why don't we firgt introduce the people here at
thetable. I'm Alice Fernandez from OMTR.

COMMISSIONER WOOQD: Pat Wood from the
Commission.

MR. ONEILL: Dick O'Nsill, ditto.

MR. MEAD: Dave Mead, ditto.

MR. MURRELL: Ed Murrdl with OMTR.

MS. WOLFMAN: Andrea Wolfman with the office of



generd counsd.

MR. KELLY: And Kevin Kdly from OMTR.

MS. FERNANDEZ: Kevin Kdly isgoing to bethe
moderator of our first pand, energy markets and operating
reserves, o | am going to turn it over to him.

MR. KELLY: Let mefirg thank the pand for
joining ustoday. | will give abrief introduction to get
us going, and then ask each pandist to make a short
introduction about their views on the topics of the
session.

The topic of the significance is energy markets
and operating reserves. WEell focus our discusson on the
chalenges of sandardizing desgn requirements for oot
markets for energy.

Other pands later this afternoon and later
thisweek will give specid attention to markets for
capacity such as the New England ICAP market, monitoring
markets, and market power mitigation and transmisson
ISsues.

Asyou dl know, we held a conference a couple
of weeks ago where we heard presentations from
participants and organizers of some of the existing
organized spot markets, PIM and New Y ork 1SO, New England
IS0, the Midwest I1SO, RTO West and ERCOT. That discussion

centered around how those oroanized markets functioned and



where improvements were needed.

This morning's pand will dlow usto get into
some of the more important features of energy spot markets
and do so in alittle more detail, and also to hear from
those who are customers or potentia customers of
organized spot markets.

The questions that we sent the pandists some
time ago to think about for this sesson, in summary, are
should the Commission adopt -- and many of you are getting
used to thisjargon now -- the bid-based security
congrained market design with locational margina cost
design pricing.

We tdked last time about operating physicaly
such amarket a the nodd leve, but having trading hubs
and zones to facilitate commerce. We dso are asking the
pandlists what elements are needed in the market design to
meet the specid needs of hydro resources, intermittent
resources, distributed generation and price responsive
demand. We asked should the Commission standardize
whether to have a day-ahead market or to require balanced
schedules, and what standards should the Commission adopt
regarding markets for ancillary services.

After the opening remarks, werre going to
engage in adiscusson that will go some 2-1/2 to three

hours about thisissue. We invite dl to participate.



And if therés sometime at the end, we may invite
questions from the audience.

Let's get started. For those of you who have
seen the pandigts notice ligt, you will be expecting to
see Rich Cowart, but Rich called just afew hours ago to
say hisflight out of Vermont was canceled this morning.
Unfortunately, he's going to miss our pand. | know two
of our participants care alot about this, and they've
agreed to pick up the dack there.

So let me begin by asking Craig Baker from AEP
to introduce himsdf and to state his position.

MR. BAKER: | thank you. | gppreciateit. |
think you dready introduced me, Kevin. I'm Craig Baker
from AEP, and | want to thank you for the opportunity to
come and be a part of this very distinguished pand and
have the opportunity to give some inpuit.

AEP fully supportsthe initiative of creating
some standard market designs for RTOs to achieve the
ultimate god of achieving robust markets.

| think one of the areas of disagreement is how
robust the various markets are in various areas of the
country, but sandard market designisa hdpful tool in
giving RTOswhat they need. We bdieve that the generd
building blocks, that have been proven for congestion

manacement systems that have worked in areas like the
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Northeast have benefits, such as having market clearing
prices usng LMP, having financid transmission rights,
and even permitting unbaanced schedules, are things that
are hdpful in the development of these markets.

| think we need to make sure, though, that
thereis enough room in these sandard market designs for
differencesin regiondity and differencesin the way the
markets operate. So there needs to be standardization,
but we need to temporate it with seeing how it fitsin
specific aress.

In generd, | think the framework for standard
market design should not be overly prescriptive. It
should provide standards, but be less prescriptive more
than more. It should lead to adesign that has not a
tremendous amount of RTO involvement in the universe of
energy markets.

| think they need to have the markets they need
to produce the short-term reliability and to be able to
make sure and keep the lights on, but there are probably
aress of the market that it would be better if the markets
were contestable, that other parties could comein and
offer to provide those same kind of market servicesin
competition with the RTOs. | think we need to make sure
we permit bilaterd transactions on agoing-forward basis.

That is dearly somethinag that is dominant in
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amog every area, but certainly when you look out at the
tight poals, thet is the market design that people have
become very used to, and we redly shouldn't get away from
that, but we need to meke room for evolution. Markets
evolve. RTOswill evolve, and we redly need to make sure
we don't cast things in such away that they can't be
changed.

PIM isagreat example of that. They tak
often of how much they've changed over the years as
they've found out what the market participants are looking
for. We need to keep that open for all markets asthey
evolve.

Thank you very much.

MS. FAHEY: Good morning. My nameis Reem
Fahey. | am the director of market policy for Edison
Misson Energy. Thank you for inviting me.

| was very encouraged to see the Commission
Staff chose energy markets as your opening panel. |
believe hopefully that it'sasgn of acknowledgment that
the spot market lies at the core of the market design, and
you have to absolutdy start with thispart. And the
consequences of getting this part wrong will be very
grave.

| believe that the RTO has to absolutely run

the spot market. It hasto be intearated eneray and



transmission, and hopefully you will not dlow any other
entity to run the spot market. It hasto be the RTO, and
| believeit should be a bid-based security-constrained
dispatch. | believe thet the RTO should clear congestion
in the red-time and baance the system smultaneoudly.

Asfar asthe day-ahead markets, | dso believe
that the RTO hasto run a centralized day-ahead market,
and | believe that for two reasons. The first oneisI'm
atrue believer that the tranamission rights have to be
completely financid in nature, and like any other
financia ingtrument, it has to be settled at acertain
point intime, and | believe that point in timeisthe
day-ahead market.

It dlows the market participants to give
meaningful schedules to the RTO because of the two
settlement system.  And because of deviations from the
day-ahead schedule, the market participants would be at
risk of these deviations in the redl-time market. So this

redly, in my opinion, aso dictates that the RTO hasto

run an energy market, because energy and transmisson are

intertwined, and you cannot separate them, at least in the
day-ahead market and the spot market.

And | dso believethat it iscritical that the
RTO run that for the sake of reigbility. Onthe

day-ahead basis, the RTO will have avery aood
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understanding of what the load forecast is for the next
day, the weather forecast, will have a good guess of
generation avallability, transmisson avalability, and 0
forth.

And it'simportant that the RTO take a sngpshot

in time and decide am | going to be reliable for the next

day? Do | have adequate capacity? And we should dlow

the RTO sort of the find decisonmaking to say if the
market participants did not commit enough resourcesto
dlow the RTO to do that in order to ensure rdiability.

Asfar as balanced schedules are concerned,
firgt, | believeit's critical that the RTO assure that
there is adequate capacity in the market, and that's done
obvioudy on aforward market at least ayear in advance.
But having that, given that that's the assumption, |
believe that having a baanced schedule is absolutely not
necessay, it's very redtrictive and will become an
obstacle for intermittent resourcesto fully participate
in the market.

Asfar astrading hubs are concerned, | think
it'svery criticd that the RTO work with the market
participants to define the trading hubs, so that we can
fodter bilatera trading markets. The RTO should dlow
market participants to source the transactions from the

hub and sink the transactions at the hub, dlow them to
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buy financid rights from the generation portfolio to the
hub, from hub to hub, and from hub to load.

And findly, regarding operding reserve
markets, ultimately, | believe that the RTO should run a
bid-based reserve market that's fully integrated within
the LMP dgorithm. However, | would discourage the
Commission to mandate that on day 1.

These markets are very, very complex, and
they're the smdler part of the market, they're between 5
to 10 percent. And | believe that the Commission should
focus on getting spot and day-ahead and other parts of the
market done on day 1, and defer reserved markets for at
least ayear.

Thank you.

MR. CALDWELL: I'mJm Cddwel, and I'm policy
director for the American Wind Energy Association. Asa
representative of intermittent resources, 1'd like to make
an expandve definition of that so that | can get some
friends on this pand.

Traditiondly, weve thought of intermittent
resources as the renewabl e resources, wind, solar, and
run-of-the-wind hydro. But for purposes of this pand,
for purposes of markets, it aso includes dl of those
resources whose net output is affected by theload in

which it resdes or in which it serves. In other words,

15



aso resources that have other businesses, other than the
generation of eectricity, who are participating in the
market.

So cogeneration, many forms of distributed
generation, and demand-response share alot of the needs
that we havein red-time markets. Therefore, the
treatment of these resourcesis critical, not only to
these individud technologies and individual resources,
but aso to the overadl market performance.

If welook at future predictions as to where
this market is going, we could represent asmuch asa
third of the resourcesin this country. And if we don't
design amarket that alows for these resources to make
physicd ddivery of their product in red-time, the
markets will be inefficient, costs will be higher, and
religbility will be affected.

The second point I'd like to make is, what do
we redly need in the red-time markets? We need an
efficient, mature, liquid, trangparent, red-time spot
market. We need penalty-free imbaance settlementsin
that market. We need flexible, near red-time scheduling,
and we need efficient secondary markets and transmisson
rights, arbitrage between red-time, spot, and day-ahead
forward markets.

And thet ligt that | iust oave, al of those



are things that people who are interested in efficient
markets generdly say. All of these are congstent with
and are required for aleast-cost ddlivery of dectric
sarvices. So we don't need specid consideration, but
what we do need is, again, mature, efficient markets, and
we don't have those today.

Thelack of dl of those characteritics in the
systems that we see are systemic in the Order 888 pro
formatariff asit has come to have been practiced in
probably 75 to 80 percent of the country. And the
practice of the pro formatariff raises system costs and
adversdy affects rdidhility.

Theideaof balanced schedules and imbaance
pendties are artifacts of atime when outsde
transactions represented asmdl fraction of the system
operations. They're adisaster when dl load is served
under this paradigm.

If wetry to make dl transactions baance,
each individud transaction then requires its own
ancillary sarvices, its own reserve margins, and
therefore, the system then requires maybe -- at least when
you look at the data from the systems that are doing two,
three, four times as much ancillary services -- asmuch
operating reservesin order to operate efficiently asa

market that balances the system as opposed to the
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individud transactions. And thisraisng of the reserve
margins and the draining of ancillary services raises
prices and adversdly affects rdiability.

We have no doubt that eventudly well get
there, that eventudly the efficent markets will win and
that we will be ableto exist. Our fear isthat tomorrow
isalong time and that we note that in pite of the best
efforts of this Commisson, that 75 to 80 percent of the
country does not and is not -- has no prospect in the
short-term of achieving the kinds of efficient market
designs that we see here.

So we fed it's going to be important for
interim relief for intermittent resources. Interim relief
on the order of what the California | SO filed last week in
its amendment 42 where what the Cdifornial SO sad, in
return for scheduling that is guaranteed to be unbiased,
that isthet it isnot -- that thereis no gaming of the
schedules, that gatisticdly thereis just as much chance
for being over as being under -- that we would be dlowed
to have monthly netting, and over amonth period of time,
rather than settling every 10 minutes, we can ensure that
we can, again, indeed, follow those schedules. And that
kind of interim relief isthe sort of thing that we need,
pending the efficient markets that we dl are looking for.

Thank you.
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MR. OHEARN: Good morning. My nameisDan
O'Hearn, portfolio manager at Powerex Corp. | want to
take my few minutes here to give a background on what
Powerex does, to help us get some understanding on where
my viewpoints today will come from.

Y ou probably see us as both a marketer and a
generator. We are the marketing arm of BC Hydro, and
through that, we have access to 10,000 megawetts of
generation, which is predominantly hydro-based, via
treaties between Canada and the U.S. We have another
thousand megawatts of hydro generation in the Pecific
Northwest, and we physicaly move power throughout the
west, predominantly in WCC and to alesser degreein MAP.
So you would probably see us, like | said, as amarketer
and both a generator.

We're based inthewest. We have alittle bit

of activity in the eadt, but primarily were

western-based. We are knowledgeable about hydro. We have

large storage reservoirs aswdl asrun of theriver. And
lastly | can provide a bit of a Canadian aspect on some of
theseissues. | look forward to the panel discussion to
bring out some of my viewpoints.

Thank you.

MR. MEYER: I'm John Meyer with Rdiant Energy.

To dive vou alittle backaround, 1've spent about 30-plus
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yearsin the indudry, al sdes of it, both utility and
unregulated, and have worked on designing markets,
probably most notably in the ERCOT or Texas systems, but
I've been in others, too.

| want to tart out with a couple of
introductory remarks that ded with the markets, and
they're very important. Thefirst oneisthat we can't
underestimate the importance of the governance that we
desgninto an RTO system. Thisisoverlooked alot of
times until the end, and the problem with thisisyou
don't get buy-in by everybody up front, and when you don't
get that, things tend not to work as well.

The RTO's structure needs a truly independent
leadership or board, with meaningful stakeholder input
through a baanced sector stakeholder group, committee
members. PIM is currently configured as ared good
example of this. There are others, but | think they're
probably one of the best.

The second comment in generd 1'd like to make
about markets is these markets are highly integrated, and
the rules associated with them and incentives are highly
integrated. SO I've seen piecesin alot of reports that
say we want to take the best practice of this and the best
practice of that. When you pull those best practices out

of varvina places, just be sure vou till intearate them,



because if you don't, you will create incentives you can't
dream of for the participants.

Asfar asthe markets themselves, turning back
to the attention of today's topic alittle more, we
believe that a day-ahead market managed by the RTO isa
requirement. The energy market should be afinancid-only
market. We believe there should be ancillary services,
and unlike some others, we believe they should go in
firg, particularly spinning reserves and regulation
markets. We believe scheduling should be imbaanced or
imbalanced schedules should be alowed. It doesn't mean
you can't balance them, but you shouldn't have to balance
them in that day-ahead market.

Asfar as other ancillary service markets, |
think it depends alot on the unit commitment approach. |
think the other week, we had a spokesman from PIM that
mede this point. The way they do unit commitment, they
don't need longer-term operating reserves, nonspinning and
replacement.

And how you design that, | think, is dependent
on whether you're going to need those markets. Redl-time
markets -- this has taken me along time to get there --
are possible, but as1 look at ared-time energy design
for thewhole U.S,, | believe it should be anodd,

bid-based security-constrained flow-type modd with
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margind-type pricing.

| didn't use the word "margind cost pricing”
because | don't believeit's based on cost. | believe
it's bid-based, and | think what you mean isyou're
sdlecting the lowest bid as the cost, margina cost in
that model.

Asfar asfinancd rights with that modd, |
believe that there should be two forms of financia
rights, and they should only be financid. Oneis between
the exact nodes and one is between paths or hubs, hub to
hub where hubs can be created. These should -- once these
financid rights are configured, they should be 100
percent auctioned.

Any exiging or arguable contractible rights
that existed should be covered by revenues from those
auctions, not by dlocating the rights themsdves.
Otherwise, you disadvantage different playersin the
market. And if it's been done right, you should be
financidly whole.

And the problems we run into there, as we heard
the other week, was many paths tend to be oversubscribed.
Soif you just dlocate -- when you sl the rights to
those, you're only going to sdll the rights that can
actualy be physicdly done, and when you dlocate thet

money, You may not cover dl the riahts of aprevious
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party had.

One other thing there that we tended to
disagree alittle bit with some of the presentersthe
other week is, | think, tranamission rights should be an
option. | don't believe they should be an obligation.
Thisisalittle complicating when you do this, because
essentidly you have to make them directiond only, which
isn't too bad for hub to hub. It'salittle tougher on
the nodd, understanding the financid ramifications of
doing that.

Quickly, on just afew other features, and then
I will turn thisover. | think dl schedules need to go
through the RTO, and as someone sad alittle earlier in
the pand, sdf-scheduling should be dlowed or bilaterd
transactions should be preserved. In many of these
systems, like PIM, others, they are, obvioudy.

Commitment to bid, | think some of the
questions that Kevin had asked us, which we wanted to
address, was how do we get generators committed to bid
into markets. Even though were not supposed to talk
about it, one way isto design the adequacy or the
longer-term market right. So when you have a generator
that commits and receives the capacity payment, he hasa
commitment to bid into the market. All the time that he

isavalable
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| think the biggest thing that we need to
address -- and there's a conference next week obvioudy --
Is demand must be dlowed to bid into al capacity and
energy markets, aslong asit has proper metering in place
to recognizeitsresponse. And | seel lot of -- there's
numerous issues associated with that that will have to be
addressed, like who has the rights for the
interruptibility, the demand or actudly the supplier.

And | guessladtly, the last comment I'd like
to make, we have to figure out a better way to manage
generators and load pockets. This happensalot in the
noda where they use offered caps, but the problem with an
offered cap isyou never redly get out of that Stuation.

| think a preferable way isR&M contracts,
though they need to be priced at new entry price, and
that's so new entry will build and the Stuation will
ather go away or the price will reflect the vdue and
you'l build new transmisson into that load pocket. And
| think with that, | will op and address dl the other
remarks as we go through the rest of the morning.

Thank you.

MR. BITTLE: Good morning. I'm Ricky Bittle
with Arkansas Electric Co-op.

| think there are severd thingsthat | want to

address. One of them is the market power issue, because |
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don't think that you can design the market unless you keep
thet in mind.

Bagcdly, | think that the generation
concentration issues that we've got now are going to be
there. They're going to be there for some time, and they
have to be dedlt with. Just going into an RTO does not
eliminate the concentration issue.

There are load pockets that are out there.

John just mentioned those, and one of them -- it's not
something that going to go away. Asamatter of fact, |
think it will probably get worse and the number of load
pockets will grow basicdly because tranamisson is not
being built.

Loads are growing and more generation is coming
on-line, and so the load pockets will increase, and it's
those areas that are at most risk for market power issues.

The other thing is that wholesdle load redly
Isgoing to have limited eadticity, and until thereis
something done a the States, bascdly we will be talking
about just wholesde loads, and the wholesde loads are
limited in what they can do with the individud |oads by
Sate law, in most cases.

The other thing that's thereis | do support
the use of LMP. However, it is one of those things that

even thouah it provides price transparency there, are a



couple of things that have to be kept in mind.

All of the higtorical trade-offs that have been
made between generation and transmisson are now going to
be priced in very local aress, and thisis going to be
mgor. It's not something that can beignored. It's got
to be taken into account when you start talking about
converson of rightsfor grandfathered rates.

The other thing that's there isloca flow
causes congestion. So in effect, you have local loads
that are going to be paying for someone ese's use of the
transmisson. Now, in the pag, this has dl been
socidized, and it's been basicaly hidden, but now it's
going to be priced in very locdized areas. Soit's
something that just has to be addressed as we move
forward.

Of course, something near and dear to my heart
isthis process of sandardization of seams. The more
sandard, the less problem a seamis, but | will most
likely be living on a seam in an extended period of time,
have for alongtime. And soit isone of those things
that | think the more standard the markets are, the
better, and so it will reduce alot of problems for
entities like AECC that are going to be serving in two
different load control arees.

The other thing that's there is that



reliability, as we tak about it, whileit's got both
market implication and deliverability implication, it is
one of those thingsthat isashared resource. | think
it'sredly a community service, and bascdly asan
entity, the whole interconnection contributes to
reliability. And 0 it's something that has to be taken
into account.

If everyone had to provide their own leved of
reliability, the cost would be much greeter than it is
now. | think the market design has to take into account
the idea of reliability and ddiverability, which LMP
does, and if you settle at the spot price, then you don't
have quite the same problem with the energy limited
resources, and AECC does have some run of theriver hydro,
and so we are interested in that.

And aslong asit's being settled at the spot
price, we think that that will take care of that. It's
ather there or it'snot, and if it is, you settle. If
it'snot, you don't. If there are pendtiesinvolved,
that redly raises some issues that should be taken care
of by just settling at the spot price.

The other thing thet | think isthereisyou
can't have markets where there is only asingle-sided
response. |If the generators are the only onesthat can

provideit but there's no way the load can react to it,
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even in the long-term, then | think there's a problem.

Just as an example, | think regulation is one
of those -- regulation redly is an aggregation of the
change of dl loads, not just specific loads, and 0 even
if asingle load does something to change their need for
regulation, it may make the problem worse for the whole
system. Its change may have been going the opposite
direction of others.

So dl of those things have to be worked
together. They have to be examined, and where thereis
not the ability to actualy effect a change from the
load's perspective, then | think, in those cases, those
items redlly need to be procured by the RTO and socidized
over aperiod of time.

Thank you.

MR. KLEINGINNA: Good morning. I'm Mark
Kleinginnawith Ormet Corporation. | just have three
things to redly talk about. Some of them may be rather
controversd and not necessarily covered in what the
questions are, but | think they pertain to energy markets.

Thefirg thing is, | want to echo what
everyone has said with respect to clearly defined
independence of transmisson and generaion. | think that
is absolutdly, absolutely key, and | think it goes very

far to place tranamisson in the hands of those who vaue
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it the mogt, to sted from another extremely important
order in the energy markets.

To read the question, "should the Commisson
adopt the bid-based security constrained market design
with locationd margind cost pricing, operated physicaly
a the nodd level, but with trading hubs and zones
dlowing generator and aggregation for commercia
purposes?’ And had to take a couple of breaths.

My initid reaction to that was | got very
nervous because it took me back to 1956 and the Phillips
decison, because what redly concerns me hereis that we
get too prescriptive, as Craig Baker sad, and |
absolutely want to ensure for the end user that | work
for, that bilaterd transactions can take place, and |
absolutely want to ensure that red, genuine trading hubs
can be set up that are dictated not by regulatory fiat,
but dictated by thisis where energy trades and it makes
sensefor it to trade here, and thisiswhere energy can
trade fairly and it makes sense for it to trade here, and
welve got genuine separation between transmission and
generation because there are market concentration issues,
and there are tying arrangement issues here that go
completely back through the history of how the system
developed.

So | just want to be sure that we do have
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transmission in the hands of those who vaue it the mog,
and those who vaue it the most are guyslike me. | want
to have firm transmisson, and | want to be able to get
firm trangmission of my load.

The second thing, which is maybe somewhat
controversid and not redlly covered by the agenda, but
redly, it doesn't get awhole lot of notice when we tak
about standardization, islosses. Ther€'s ajoke about
getting aloss on losses and losses get lost. We
absolutely need to make sure that losses are dedlt with in
a standardized way across the entire interconnect so that
there aren't -- there aren't specific incentivesto
operate the system suboptimaly.

One of the pancakes -- we talk about
eiminating pancakesin rates. We haven't diminated
pancakes in losses, and the losses are stacked this high
(indicating) in terms of pancakes. So we absolutely need
to make sure that we've got a methodology that works
across RTOs. We need to make sure we have fairness within
the RTOs in terms of how losses are dedlt with.

A guy like me gands out, and | get inflicted
with aloss payment. There may be otherswho aren't, and
there may be certain generation which isfavored asa
result of incongstency in trestment of losses within

RTOs.
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And findly, the topic which is near and dear
to my heart and | will certainly be willing to talk about
further -- and I'll quote from this piece that came out,
straw man discussion paper. "State and federd policies
to promote price-responsve demand will help customers
reved their own true willingness to produce energy which
may be the most potent market power mitigation measure.”

We agree with that wholeheartedly and have
received thisprice sgnd. And we have assessed our
willingness to purchase energy, and in fact, have decided
not to on certain occasions as aresult of these price
sgnas. Wedso fed that there are end users, that are
even better equipped, that are meant to provide these
types of servicesto the market and fed that we would
absolutely want to participate in areserves market.

That is, we would absolutely want to
participate in a spinning and nonspinning reserves market
and fed, to the extent that we can mitigate costs there
for ourselves, we would be happy to sign up and let the
RTO know whét it iswe can do, and fed that bilateral
transactions are extremdy important for thet, extremely
important for that.

With that, | will dose.

MR. BROWN: Thank you. I'm Ruben Brown for the

E-Cubed Company, LLC. in New York City. I'm going to

31



speak to principles for ISO, RTO demand response, resource
markets, DRRs as it's beginning to be cdled in the
parlance.

| will defineit quickly. 1 will indicate five
principles for use in developing the programs, and | will
summarize five or Sx DRR markets by specific reference.

The DRR indudes dl load with the capability
of reducing dectric usage, as well as on-Ste generation,
including combined heat and power with facilities that can
interact with the wholesale market ingtitutions. DRR
markets work by alowing customers or aggregators acting
on ther bendf to sdl load curtailment into the market,
much the same way generators offer to sdl power.

The E-Cubed Company, having participated in the
development of the ISO and RTO indtitutionsin the
Northeast over the last decade, is going to focusin these
comments on practicd redities. We think thereis
subgtantid evidence that DRR markets are working, that
they need certainty and encouragement to attract
invesment.

DRR markets should be designed to encourage
entry, diminate barriers to entry, and be included at the
outset in RTO development. To that end, we participated
in the northeast RTO mediation, and in RTO we provided

comments to the same effect. DRR should be alowed
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participation in energy and ancillary service marketsin
competition with generators, aswe've heard. And market
mechanisms must be established to recognize the vaue of
DRR, including, perhaps, a dozen values that weve
identified, energy vaue, replacement reserves vaue,
reliability digpatch vaue, locationd vadue, planning
vaue, cgpacity vaue, dterndiveto tranamisson
expanson, which should be very important in the context
of the infragtructure regiond mesetings in Seettle and New
York in the last couple of months and the comments that
the Commissoner and others engaged in on Thursday in New
Y ork regarding transmission relief and northeast demand
response should be very much a part of that discusson and
debate, congestion relief vaue, enhanced competition
reducing the potentia for market power and need for
market mitigation, decrease system losses especialy
during pesak loading periods by reducing line loading,
decreased and more dispurged emissons. At aminimum,
payment for DRR should include a market clearing price,
curtallment of initiation cost and competition for other
market value dtributable to DRR.

Our written text will be available to the Staff
and isin the back of theroom -- or isavaladleright
now -- includes specificaly sx marketsthat are ripe for

inclusion, and that includes enerav demand response
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resources markets that's bid in a day-ahead market,
settled day-ahead, bid in hour-ahead, settled in
real-time, price-taking feature to makeit easy and ample
to enter. It'saready amodified energy market proposed
in 1SO and PIM.

These are dl things that are in existence or
in the process in the Northeast, and to a certain extent
inthe Cad 1SO and developing an ERCOT.

Ancillary service markets, 10- minute spin,
10-minute nonspin, 10-minute regulation voltage support,
day-ahead bid-based sdection of DRR. Highest accepted
bid establishes a clearing price, participants counted on
by the ISO RTO to perform possbly subject to pendties
for nonperformance. Replacement reserve providers cannot
samultaneoudy provide 10- or 30-minute operating
reserves, for example, emergency demand response resources
voluntarily. | won't detall that. And obvioudy,
capacity markets as well on the bilateral and on the
bid-based; in some instances, a green market might be
avaladle.

| gpologize for reading, but therés alot of
detal here and alot of experience and evidence that we
can build on. | think it'stime to move past the rhetoric
of we need a demand response, and we can now go to

particulars. These will aso be addressed next week in



the conference you have organized with DOE.

Thank you.

MR. KELLY: Thank you dl. Let meask the
first question. | want to tell you what | think | heard
from the pand, and if anybody thinks| got it wrong,
pleasetdl me. | heard, from afairly diverse group of
pandigts, generd support with cautions for a bid-based
security-constraint spot market to be required across the
country, based on noda LMP, with day-ahead market,
unbaanced schedules permitted, and no baanced scheduling
requirement.

Now, the cautions I've heard, | couldn't quite
tell if they were cautions that said go ahead and
sandardize that, but do it carefully, or don't
sandardizeit, we're not ready. I'm pretty sure
Mr. Baker | heard to say go ahead and do it, but don't be
overly prescriptive, but with Mr. Bittle, | was wondering
If his concerns about generation concentration or
Mr. Meyer's words about |oad pockets or Mr. Kleinginnas
reference to the overly prescriptive Phillips description,
like the nature of this, roseto the leve of saying don't
doit yet, don't standardize across the country, as
opposed to saying look, go ahead and do it, but do it with
caution.

Mavbe| could cadl on Messrs. Mever, Bittle,
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and Kleinginna to eaborate, and if any of the others fed
I've mischaracterized those views, please chimein.
Otherwise, just those three.

MR. MEYER: | think | would bein favor of
standardizing dong the lines you've described. | think
my word of caution dedt with make sure you have an
adequate solution -- and maybe Ricky and | were saying the
samething -- adequate solution to deal with load pockets
areredly to bid transmisson where required. | think
one of the biggest fdlacies I've seen in the RTO design
isnot alot of new transmisson gets built because
there's various interests to keep things like they are.

| think that's arequirement. Theideais not
to perpetuate aload pocket. It'sto figure out a
gandard way not only to limit the market power there, if
it exigts, but dso to eventudly dicit it whereiit's
just apart of the overd|l market again.

And | think the second part is what we've got
to work on alot harder, but | think the standardization
of the nodd system, the day-ahead market with no
restriction on balanced schedules, you can imbaance them
or balance them, is agood idea to move forward on that
basis.

MR. BITTLE: | think that where| was going, as

much as anvthing, it redly runsto the dlowing of the
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bidding rather than cost-based. Y ou can implement the LMP
either as a cost-based or as bid-based, but if you've got
high concentrations of generation, it just doesn't make
senseto dlow it to be bid-based to me, in that you are
redly turning that over to someone that can control the
market. If you look at the load pockets, then, generation
or transmisson could serve to mitigate whatever the
problem is there, probably transmisson in the long run.

The problem with LMP s it providesthe
information as to where something ought to be done, but
redly does not provide the incentive to get it done, in
that as soon as you do something, you've changed the LMP
pricing structure and you no longer have what you had
before.

And s0 the pricing structure has got to be
built in to the way tranamission -- or the rates for
transmission dlow for tranamission revenue recovery, and
that's where the incentive for building transmisson has
got to be placed, which relies, then, on a good planning
process.

And 0 there are severd things that have got
to fdl into place in order to protect the people that
will bein those load pockets, but as far as going ahead
and implementing it, it probably could be done, but the

prices that those people are pavina have to be -- you have

37



to pay particular atention to the amount of money that
they are being charged.

MR. KELLY: Just aquick follow-up on that one
point, you said it should be cost-based and not bid-based.
Earlier, I think it was Mr. Meyer sad it ought to be
based upon the cost of anew unit rather than ahistorical
unit. Any comment on that?

MR. BITTLE: | think there you've got to be
careful. If you charge them too much, you've got a

problem. | think one thing, you know, you can learn alot

from some of the lessons we've seen over aperiod of time,

and there two of them you find out. Too high aprice or
no electricity, either one, make amarket that is not
going to be accepted by the people of the United States.

MR. KELLY: Mr. Klenginna?

MR. KLEINGINNA: | think that LMP -- and |
understand -- | don't Sit in aload pocket, but there are
alot of folkswho are end userswho do st in load
pockets, and | certainly beieve that LMP provides a
pricing thet let us you know where the problemis.

And | want to echo what John Meyer said, and
that iswhat do you do once you have that pricing. And |
think that it isimportant that we do take action or
provide incentives for folks to take action to solve the

problem onceit exigs.
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And | don't believe -- | know that | don't
necessaily have a problem with LMP being used to provide
apricesgnd. That'sfine a anodd leve. | don't
redly have a problem with that. The concern that | have
isthat we ensure first, before we prescribe an LMP, that
we have provided for independence between generation and
transmission.

And that, to me, the ultimate -- the ultimate
tying arrangement here to branch off an economic theory,
transmission's the monopoly, and absolutdy we have to
make sure that the tying arrangement can't take place
between generation and transmission to make LMPs look
particularly ugly for guyslike me, and that'struly,
truly the concern.

With respect to that, we can -- you know, we
can make sure that financid transmisson rights are
placed in the hands of those who vdueit the mogt, and
quite frankly, as a practica matter, I'm afirm believer
that we can do that, and if we do that first, then we can
go to LMP, and that's fine, but | don't want to prescribe
apricefor aplace, but not have the ability to hedge
persondly that transmission cost to get the power to my
load.

MR. KELLY: Sowould it befair to say that you

would not recommend vet sandardizina bid-based
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security-congrained LMP, or to solve the transmission
problem at the same time as we go there and do that --

MR. KLEINGINNA: Solve the independence problem
now, and you can prescribe LMP & the sametime. That is
certanly fine. Prescribing LMP first and not solve the
independence problem, and you've got the same mess you've
got now, or potentialy worse.

MR. KELLY: Thank you. | want to give other
people a chance to ask questions, but is there anybody who
wants to object to my generd characterization? Quitea
few. Mr. Baker?

MR. BAKER: Kevin, | think to agreat degree
what you said were supportive of. A couple of things,
though, thet I'd like to clarify, the day-ahead market,

I'm not supportive that that needs to be run by the RTO.
| think that can be run by someone eseif the market
participants so desire, and it will sand onitsown asa
market that either is of interest to market participants
and they're willing to pay for it or it doesn't.

| think LMP isavery good starting point.

It'skind of like our governments. The best point weve
found to date, and it may turn out that 300 years from now
it will still be the best, but | think we have to leave it

open for the potentia of other gpproaches that are as

aood or better. And then lastly, the noda aspect makes



sense, to me, but we clearly need to set the number of
nodes around what it takes to manage congestion for the
RTO so it has the todls it needs to serve rdiability and
keep the lights on.

MR. KELLY: Ms. Fahey?

MS. FAHEY: Jus very briefly regarding
dandardizing LMP. | guess maybe the question isiif
people are opposed to LMP as the efficient tool of

creating the spot market, what is the other dternative?

And we haven't heard another better aternative. Nobody's

saying that, you know, LMP is perfect, and it's not going
to be painful. It's going to be painful for load pockets.
We dl acknowledge that.

But LMP works becausg, firdt, it acknowledges
the physics of the system. So were not doing something
just to make things easy, but it's against how eectricity
works, and the other oneisif we look back to prior to
deregulation and verticdly integrated modd, that's
exactly what the system operator did.

It's absolutely that, but now instead of
dispatching the units to keep the system secure based on
cost, now were doing it based on competitive bids from
the generation. So | think if someoneistelling you
don't do LMP, then they have to come up with a better

modd.
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MR. KELLY: Mr. O'Hearn, you wanted to say
something, and | would like to open it to othersto have a
free discusson.

MR. OHEARN: We discussed cost-based bidding.
| want to make it clear, for cogts, for hydro, of course,
it's opportunity costs. It's not just the margind costs.
| wanted to make that point.

Asfar as sdandardizing the markets, we fed
that they don't necessarily need to be run by the RTO. A
third party can do that, and ther€'s some advantages with
that, and that a third party can probably be quicker and
more market-respongve to the needs of the markets.

With a bilateral market, we wouldn't want to
have any market design that would be prohibitive to having
abilaterd market. A bilaterd market can respond very
quickly, whether it's a new product or service that's
needed, a new trading hub. Maybe power needs to be traded
to a specific location that hadn't been there before, and
with having athird party doing those markets, | fed that
we get the quickest response on that.

That'sit. Thank you.

MR. KELLY: Others?

MR. MEYER: I'm just going to reecho, | hope.
When we say cost-based bidding, | think we were referring

only indde of load pockets where market concentration was



an issue and not in generd the LMP. It'sabid-based
system.

MR. BITTLE: | would have to say that's
anywhere the concentration is excessive.

MR. ONEILL: Let mejust agree, but Craig, you
know, as Reem was saying, we have experiencein LMP and
day-ahead markets are not perfect, but in Cdifornia, when
we got rid of the day-ahead market, Cdiforniais now
proposing to put one back in. In New England, they
assured us they didn't need a day-ahead market, and now
they're proposing to put one back in. PIM and New Y ork
seem to be happy with their day-ahead market.

S0 it seemsto mein every case when weve
tried to do without it, we've come back and decided we
needed it. What makes you think we shouldn't do it now?

MR. BAKER: What worries me isthe prescriptive
nature. My underganding isthat the RTO will have enough
information to forecast prices without a day-ahead market.

MR. ONEILL: We're not worried about
forecasting prices. Were concerned with making sure
reserves are where they need to be and there's enough
generdion commitment to stisfy rdiability. Every time
we tak to the operators, the day-ahead market is what
they say they need as opposed to a red-time market,

because they are -- they don't think they can manaoe the



relidbility of the sysem with Smply ared-time market.
And if they don't have a day-ahead market, they take
adminigtretive action to schedule reservesinto the
market, which doesn't make it amarket &t all.

MR. BAKER: If you'relooking for operating
reserves and spinning reserves and regulations, | think
that can be entered into contractualy by the RTO.

MR. ONEILL: Do you have something written up
on that? Weve been through these discussions, and we
need to have a more concrete modd to look at. If were
going to go into a process where we start to standardize,
you know, we need to have something to look at as opposed
to sort of saying we can do this or we can do that. Do
you have a--

MR. BAKER: | don't have anything, but let me
go back to the shop and seeif we can put something
together.

MR. ONEILL: My find question is, could you
be specific on where you think the bilaterd market is
inhibited in this sandard market desgn? Becausein
designing standard market design, we redlly do try to make
sure that we're not preferencing the bilateral market, it
can play asit seesfit, and if there are thingsthat are
biasing that market, we need to understand them, because |

think most of us bdieve that vou need avibrant off-RTO



market, if you will, in order to make these markets work.

MR. BITTLE: May | ask you aquestion? Areyou
assuming that the day- ahead market isfinancid or
physica?

MR. ONEILL: It turnsout to be both. Inthe
existing New Y ork and PJM, they run the day-ahead market,
it turns out, the firgt passisfinancid, and then they
make a second passif the operators think that the
physicad market isn't going to berdidble. Soiit
essentidly isboth.

All of these markets have to be financid by
nature. 1f you make a commitment, you have to make a
commitment, you know, and you're financidly bound by it.
But in addition, they use this as atool to make sure that
they're comfortable going into the day-ahead operations
with the way the system's configured.

MS. FAHEY: | just want to emphasize something
that you said, which | hope that the Commission would
redlly focus on, is ask the system operator. | mean, the
system operator needs to operate the system. If their
experience so far indicates that they need a day-ahead
market -- and | used to be a system operator. And part of
what we did, especidly in the summer periods, we
absolutely had to have avery clear ideaof what's going

to be aoina on the next day, because, vou know, if were
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going to be planning on interrupting load, if were going
to be planning on emergency operations, we had to plan
that the day ahead. 'Y ou cannot leave that to the spot
market.

And I'm not saying to interfere in bilaterd
trading. I'm not saying that. 1f somebody wants to
sdf-schedule, let them. They'rejudt telling you I'm
going to generate 500 megawatts, and the system digpatcher
saysgredt, | can accommodate that, that meets my
reliability and adequacy criteriafor the next day.

| truly think it'sabig mistake to divorce
transmission and energy in the day-ahead market, and
obvioudy more specificaly inthe spot, but | think it's
absolutdly criticd that you run a day-ahead market --
forget, you know, the financid part -- for reiability's
sake. And again, | just reinforce, you have to speak to
the operators. That'stypicaly what they do.

MR. MEYER: I'd have to agreed with Reem there.
Having run the control center for HL& P, which was one of
the larger utilitiesin Texas a the time, the day-ahead
or market looking the day ahead, whichever way you want to
cdl it, you've got to have the unit commitment.

Thisis one of the problems where weve seen
kind of disagter in Cdiforniawith no way -- whether the

financid provides redly alot to price and an indication

46



of where you're going, and then as Dick has described,
then the operator looks at unit commitment further to see
if it's reglizable or he needs more units in a commitment.

But that hasto be done the day ahead. There
has to be a mechanism in the day ahead to handle that
process. Otherwise, the operator's at avery big
disadvantage as he approaches red-time. | think weve
demonstrated that at various places.

MR. BITTLE: But | assume what you're saying is
that any deviations that occur in red-time are settled at
spot.

MR. MEYER: Yes.

MR. ONEILL: But the hopeis-- and | think
it's borne out by experience -- that deviations are not
serious enough to threaten reliability, and interestingly
enough, you don't need pendtiesto do that. It seemsto
work itsdf out if you get the market design right.

MR. CALDWELL: 1 think we tend to focus too
much on the technical details. We'redl sort of techies
and we like to talk about those things and kind of forget
what problems we're trying to solve and what performance
measures we ought to be looking at.

In echoing something that Reem sad, | think if
you look at what problems we are trying to solve, were

trvina to solve the dispatch problem, were tryvina to
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solve the commitment problem and ultimately trying to
solve an investment problem as to what kinds of things and
how much are we going to build where.

And those are the problems that we have to
solve more efficiently than the old syssem. Otherwise,
we're not going to win.

And when you look at the performance measures,
| think you can say that in order to get there, in order
to solve those problems, that we have to have aliquid,
transparent spot market. If we don't, that market design
isineffective. We have to have efficient sharing of
reserves. We can't balance each individua |oad, each
individua transaction. We have to share those reserves.

If we don't share reserves, we're going to
require too much reserve margin, and the system is going
to be too costly. And there needs to be fast, accurate,
trangparent settlements for cash in these markets. If we
don't have those performance measures, it doesn't work,
and | don't know of any other market design that has
performed on those measures that we're looking at, other
than whatever the phraseis, let's call it PIM for short
here.

MR. ONEILL: It'sstandard market design.

MR. CALDWELL: Standard market design. But |

think, aoing forward, what we realvy need to do is focus



on what problems we're solving and whether the market that
exigsis solving those problems. And until we come up

with those metrics and actudly look at those and measure
our performance on the basis of that, then we're not going
to get anywhere. We can talk about theory for along

time, but we have to measure results.

MR. KELLY: Mr. Baker, | just wanted to make
sure you had an adequate opportunity to get your views
out. We welcome the paper, but are there some things that
you'd like to say here now about the day-ahead market that
you didn't get a chance to say yet?

MR. BAKER: [ think, based on what Dick said, |
think coming through with something that may be alittle
more descriptive on paper would be a little more hel pful.
As| say, I'm not unsupportive of the day-ahead market.

If it's needed, people will ingdl it, it can berun by a
third party.

The question is, do you need it to be run by
the RTO in order to do that. One of the clear concerns|
have -- and | don't disagree that a system operator needs
dl the sgndsit can get in order to manage its system,
but one thing we need to make sure of is that the system
operaor, asaresult of these agnds, isefficient in
what it chooses to do and isn't overly conservative,

because it may not have anv kininthe came. It may buy
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sgnificant amounts of cgpacity just on apurely
consarvative nature, and that cost gets socidized. That
Is something that may be avoided if we don't have that
market directly tied to the RTO.

MR. KELLY: I think Dave Mead had a question.

MR. MEAD: Let mefallow up on thisgenerd
line of question. | think both Mr. Baker and Mr. O'Hearn
were suggesting that a day-ahead market might be a useful
thing but perhaps the RTO doesn't need to operate it,
perhaps athird party could do so. | presumeif athird
party doesit, theimplication isthat al schedules that
go to the RTO day-ahead must be balanced, and if so, it's
not clear to me how we determine whether market
participants prefer the third- party entity running the
day-ahead market because market participants are precluded
from submitting unbalanced bids -- or unbaanced schedules
into the RTO.

Do | have something wrong there?

MR. BAKER: | don't think | indicated that you
couldn't have an unbalanced schedule to the RTO. |
believe you can, and the information that comes out of the
day-ahead market from the third party would flow to the
RTO, dong with any schedules that anyone putsin. |
didn't make it exclusve.

MS. FERNANDEZ: | quess|'m alittle confused.



If you have athird party running the day-ahead market, it
seems like there's sort of two models, and I'm not sure
which one we're talking about. One would be, | guess,
amogt in effect that the third party is acting sort of

like a subcontractor and that there's a separate market,
people can go in with unbaanced schedules, can buy the
power that way, and at the end of the day, the third party
isrespongble for giving the schedule to the RTO
operator.

MR. BAKER: Okay. The party | would probably
leave out is the subcontractor role. It would be -- it
would be a market that was run by an independent party,
because they believed that they could make money d it,
because parties wanted to have the ability to bid in
day-ahead and guarantee a position, and that there would
be counterparties who had desires on the other side and
would bid in appropriately.

Following that, | agree that at the end of the
day, that information would go to the RTO as schedules
from whatever the outcome of that market clearing was.

MS. FERNANDEZ: Onereason why | sad
subcontractors, the way it was being discussed it sounded
like there might be one entity doing it. Are you assuming
there would be multiple entities?

MR. BAKER: | think there could be multiple
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entities, yes.

MS. FERNANDEZ: Would each be coming up with,
in effect, arranging bilaterd transactions on the
day-ahead market?

MR. BAKER: Yes.

MR. OHEARN: And in aggregate submitting a
balanced schedule to the RTO.

MR. ONEILL: Badanced in what way? | can
submit awhole bunch of balanced schedules, and the end
result is that the combination of the balanced schedues
isunbalanced. So | mean, who resolves those issues?

MR. OHEARN: | persondly never thought of it
as being multiple third parties. | envisoned there being
one third party.

MR. ONEILL: So everybody would haveto go
through that third party?

MR. OHEARN: Or to do bilateral transactions.

MR. ONEILL: Who isresponsble for making
aure dl of these transactions are Smultaneoudy
feasble, or do we just do what AEP doesand cdll it the
OR?

MS. FERNANDEZ: It seemslikeif therés one
party doing it, that entity can determine that
amultaneoudy, dl the transactions are Smultaneoudy

feagble. If there are multiple entities, I'm trvina to



figure out how to basically do the reconciliation.

MR. OHEARN: I've never redly envisoned how
it would work with multiple parties.

MS. FAHEY: Pus, | think if you dlow athird
party to do that, then we're going to end up stuck with
multiple iterations. So this third party, obvioudy, is
not the RTO and has absolutely no understanding of this
samultaneous feasbility of dl the schedules. So they're
going to correct the schedules, then submit it to the RTO.
Thenthe RTO isgoing to optimize and say | can't accept
schedule A and C and D, and so forth. | just believe that
that operation is not necessary.

MS. FERNANDEZ: | know a number of the pane
have made comments about demand response and intermittent
resources. | was wondering if we might get into a
discussion of sort of if there areitemsin the exiging
market designsin PIM, New York, New England, Cdifornia
that we could look a asamodd if there are -- thisis
something that we have to create in terms of what should
be built into a standard market design to sort of make
better use of demand response?

MR. CALDWELL.: Spesking as someone who triesto
do businessin most of the markets around the country, or
certainly represents people who do, | can tdl you there

are very few markets that by their nature that we can
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transact business and interstate commerce. One of those,
a least in terms of the energy market, is PIM.

The key thereisthat it's a pendty-free
settlement of the imbalances at the spot price, as people
have said, and that spot market is transparent, and it is
liquid enough that there are people there who will then
take that liquid market and then write -- cdl them
contracts or differences or call them whatever they areto
convert that spot market pogition into a fixed price that
then people that | represent can then finance.

And it'stha intermediary who isthere to do
that, and he is not there if the market is not transparent
and isnot liquid. He will not take apostion in that
market or will not accept the risk of taking a position in
that market if it's not trangparent, if it's not liquid.
That's the Stuation that happened in Cdiforniawhere the
spot market bore no relationship whatsoever to redity, to
what was going on in the grid & the time.

The most logicd or the most common pricein
the Cdifornia spot market, when things went to a head,
was zero. Y ou could get a zero price in the spot market,
and at the same time that the |SO was cdling astage 2
emergency.

Y ou could get the position where | was talking

to acompany, Chevron -- | will nameit -- that decided



that whenever the 1SO was going to -- when they saw the
ISO cdl in an emergency, that they would do things,
everything they could to increase the output from their
cogeneration and do things expecting to be rewarded. 70
days later they got ahill for $500,000 for imbalance
charges for uningructed deviations. And that brings up
something that Reem talked about.

Every time that you have one of these
iterations and transactions between the third party, that
then you make the settlement, the financid settlement
extremely complicated, because data has to be passed back
and forth, different databases and so forth, and there's
no way you could come up with a quick, clear transparent
settlement. | mean, it would be like trying to say I'm
going to buy stock, but | don't know what the priceis or
actudly how many shares | bought for 60 or 70 days down
the road.

And that smply will not work. And so | think
we need to concentrate again on the performance measures.
Isthere aliquid transparent spot market? Doesit settle
quickly for cash? Do people believe in the transactions?
Do people share reserves? And if they do, then | think
the market will be efficient, and the only design that
works, a least asfar as we can tdll on the energy Sde,

happens to be PIM.

55



Now, | will say thisabout PIM, in that they
don't do the capacity sdefor uswell a al, New York
does avery nice job on the capacity sde. And sort of
the best practices, if you will, between New Y ork, New
England, and PIM, we think, is a standard market design
that can work for intermittent resources.

MS. FERNANDEZ: Let'sjust go down theline.

MR. MEYER: | was going to mention some of our
experience in ERCOT on demand response. We tried to build
as much demand response as we could in the modd. We
obvioudy were aided because it does have retall
competition. So demand is free to do what they want to
with their right to interrupt or right to add load. But
they built into dl the capacity markets. The only onewe
had trouble with that were ill working to understand is
regulation.

However, we have very large indudtrials that
have embedded generation or processes such that they can
follow sgnds, and they, | think, will work that one out
and dlow them to bein regulation.

Spinning reserve, we have adight advantage
because frequency goes down as spinning reserveis
required, so we can use high-set relaysto trip load.

That may be alittle more troublesome in the east where

freaquency doesn't chanoe for unit trips and other



manager-type conditions.

But there are ways, | think, to handleit. We
adlowed -- dl those, basicdly, loads that wanted to bid
in those capacity markets had to have the same telemetry
as the generator, and basic metering. Those are limited
tofarly largeloads. However, | think that's probably
appropriate in those markets.

In the baancing market, which isamuch
shorter-term market, al they had to have was an interva
demand meter, which basicdly whatever -- we were on a
15-minute interval. So they had to be able to recognize
and record thelir demand every 15 minutes. With that, they
could bid into the market without the telemetry, and only
in what we cdl baancing up or increments. We didn't
quite figure out how to do the decrements.

The other issue of demand -- | know I'm going
into alittle detall -- but you have to dlow the ability
when they come off to say off alittle longer. You can't
basicaly expect them to be back 15 minutes later. Some
can and some can't. It depends upon the process or the
load. Many are going to be down an hour or so. You have
to recognize there are afew differences and get used to
that and allow that built into the market.

MR. BAKER: | believe that we redly do need to

have the ability to dlow demand-sde bidding into
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whatever, just as generators. | think the biggest issue
that were going to have to resolve -- and somebody
mentioned it in their opening remarks -- iswho actudly
has the contractud right to the capacity and energy
that'sbeing bid in.

In many areas where deregulation has become a
customer choice, it's very easy to make that definition.
Or if there are contracts that have been entered into by
parties where, in the more current contracts, it's clearly
defined. When you think of an older retall desgn where
you set rates around a certain expectation of load factor,
which was sgnificantly less than 100 percent and that
benefit resulted in lower rates for customers, how do you
manage that question of who owns the right to the capacity
or energy when it's not used?

An examplethat | can giveisjus acustomer

that we ded with who dways has taken maintenance down --

taken maintenance on aMonday, and that has been built
into the rate design. Now, when the price in the market
hits a very comptitive, good price, who hastheright to
that Monday energy? Isit the incumbent utility who
provides the service the rest of thetime, or isit the
customer?

And it's atenson and something that needsto

be worked out in devel onina that demand side, but once vou
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figure out who has the contractud right to it, then |
think it's a very important feature.

MR. BROWN: Thank you. Obvioudy, we believe
that the experience in dl three of the northeastern 1SOs,
on different markets, offer best practices that are
percolating to the top. The most evolved concept pieceis
actudly aproposd in front of PIM at the present time,
whichisrolled out of the best practices experience of
PIM, New York 1S0, and I1SO New England to acertain
extent. Customers and aggregators are beginning to learn
to interact with the inditutions to achieve performance.

Now, performance was negligible this year.

However, 600 megawatts of activity occurred in New Y ork.

If you include the active load management program a PIM,
whichisahigorica program, 5 percent of PIM'sload, in
effect, did demand reduction activity thisyear. If you
remove the active load management, it was negligible.

So we go back to the need for clear,
standardized signds across | SOs and RTOs that provides
full trangparency, as others were requesting, to decisions
that would stimulate dl these markets. We think the
experience isthere. Wethink market participants are
there, but the investment will not come out aslong asthe
sgnals are ambiguous and confused.

MS. FERNANDEZ: When vou're savina the Sands
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are ambiguous and confused, Sgnas --

MR. BROWN: We have different sgndsin the
three different 1SOs, for example. Now, obvioudy, weve
participated in desgning them. We got some in some
market stakeholder processes, and we got othersin other
processes, so that you have products thet are availablein
one I SO -- for example, you've got two |SOs talking of
forming an RTO.

They're now garting into a negotiating
process. They do have different productsin this areato
deal with. They'll rationdize thet to a certain extent
in the stakeholder negotiations in the next three or four
months.

But if laid on top of that, we had the
opportunity to address a standard market design process
here, things that might affect that RTO and other RTOsin
the making, we wouldn't be having, in effect, desgn that
was, wdll, inconggtent, for -- I'm taking about
performers who want to perform in multiple markets,
smilar to the generators a an earlier sage. They would
like to have afocus set of market sgnals they could work
to, and | guess the demand responses industry and
distributed resources wish the same.

MR. KLEINGINNA: | think that's exactly right.

There does need to be some consistency and some
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sandardization across markets on this. You'll get folks

in certain markets who will be very demand-responsive and
folksin other markets who are completely
demand-unrespongive, and that may not be the societal
optima solution.

I would once again say that, you know, werein
the Midwest. We don't have LMP there. There are -- and
we've been as demand-responsive, we think, as virtudly
anybody. | think that LMP -- | would like to see the LMP
pricesgna. That would be great. It's nice for me when
| can log on to my computer and take alook a what the
LMPs are and see what's going on, and I'm not that far
from the LMP world, not that far from PIM, and can see
what's happening over there, and it gives me an indication
of what's going on in that market. It's not my market,
but it's close to my market.

| would like to have an LMP &t the tower
ddivery point in Hanniba, Ohio, you bet. That woud be
great. That would befabulous. I'd loveto seeit. Am |
ever going to transact on that price? No, not on a bet.
| won't transact on that price, because | will have
dready donethe ded. The ded will dready have been
done, and | will have accepted a premium for the ability
to take my load, and that is -- and someone e'se may

settle anaing LMP, but I'm certainly not goina to do
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that, because my particular economics don't just haveto
do with what's going on in the power market.

My particular economics have to do with what's
going on in the metal market. | arbitrage power and meta
dl thetime. And s0 I'm going to make that decisonin
March, maybe, of this year for two years from now to what
I might be willing to el that capacity for and what
drike price | might be willing to do, and someone dseis
going to take the bet on the LMP sde.

So it'simportant that we recognize that, and
that market that I've just described, where | can s
rights for power and interruptibility has developed, and
I've got folks who come to me and say Mark, you know, if
you give us 50 megawatts, you know, four hours aday for
July and Augug, I'm willing to give you apremium for it,
and well give you atrigger price of X. And then they
take the risk.

If you want to put LMP in that, that's greet,
because that's going to provide liquidity and potentidly
get more folks bidding for my, hopefully, vduable
capacity or hopefully vauable -- not capacity,
necessarily, but energy or rightsto that energy. | think
it isimportant that we do design thiswell but design
it -- and you can design it with LMP, if you like, but

desian it in such away that I'm not forced to take LMP,
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that | can go out and make sure that these transactions

can occur and were not actudly limiting what's going to
happen here. That would be the only concern that I've

got.

MR. KELLY: We promised the panelists a break
around 11:00. Could we be back herein five minutes sharp
and resume.

(Recess.)

MR. KELLY: Welcome back, everyone. Severd of
the FERC Staff indicated they wanted to ask some questions
on the topics we've been covering. 1'd liketo, after
that, save a decent amount of time for talking about the
reserve markets and hopefully save alittletime a the
end to get questions from people in the audience to
participate. | think Alison Silversein had some
questions.

MS. SILVERSTEIN: Good morning.

My firgt question goes to the matter of
standardization, and some of you had said you're pro
sandardization, and lots of people said we want
flexibility, sandardization with flexibility. 1'm not
sure what that means, and I'd like to exploreiit alittle
bit.

We're going to explore this by just going down

the row and askina the followina question: How do vou
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dandardize something in away that maintains flexibility
and solves these problems? Weve danced around thisin
some prior discussion, but nothing particularly specific
has been said.

And let me offer you a couple of questionsto
make this more specific, particularly for those of you who
aeflexibility fans. How do you standardize something
without being overly prescriptive in away that assures
that a market works across seams? How do you prevent
things like incompatible time specifications of 10-minute
versus 15-minute intervas, or a what point you sart
your hour-ahead measurement? If you do not get as
prescriptive as saying it sarts at 10:00 and goesto
11:00 or bids must be in by 2:00 p.m., how do you avoid
incompatible software or pancaking if you do not get very
prescriptive? So perhaps we can galop on down the row
and talk about thet alittle hit.

MR. BAKER: What you haveto do isandyzethe
specific seams areas, and ones that clearly have issues,
asyou go acrossthem. For example, let's think of
scheduling times. | believe that you -- that's somewhere
where you can be very prescriptive, that you would bein a
Stuation where if you were going to schedule across an
areawhere you're going to have minimum scheduling,

whatever, it has to work, because the generation's goina



to want to move from one location to the other location.

Asyou wak through, | think you can perhaps be
less prescriptive -- and | heard we clearly have a
disagreement on whether the fact that the day-ahead market
isneeded. There clearly isan opinion by the three
market operators that it's needed in the Northeast. Will
the market participants in other areas of the country
believe that is needed? And it may prove that they're
wrong.

| don't know that it doesn't create a problem
a the seam. If it isnot defined as cregting a problem
a the seam, then perhaps you don't need to be quite as
prescriptive. Y ou need to aimost take each of the
elements and decide whether it redly will produce a
problem for the market participants or not.

MS. SILVERSTEIN: Before we go to Reem and the
other pandids, let me seeif it isworth turning this
issue around. Are thereissues you don't care where it's
prescribed? Are thereissues on where only flexibility
meatters?

MR. BAKER: That'savery good flip, and |
think, again, it needs to be done case by case, but going
through -- the onesthat you redly need to have we would
recognize being a market participant, being a person who

is0oina to be auser of the RTO, we're aoina to want to
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do it aswell so we can do the business at the seam.

So | haven't gone case by case down through it,
unfortunately, to say this one, don't dare get
prescriptive on, but | think that is something that the
market participantsin aregion will work out with the
regiond trangmisson organization that they are parties
to.

MS. FAHEY: | guess my commentswould be brief
because | believe you have to standardize the market in
the day-ahead market. | believe you haveto at least do
that part, and it's critica that you do that part. If
you're going to have seamless ratings between two regions,
| think it hasto be very clear what this Commission
expects. And when we dlowed people to, you know, have
this case-by- case basis, whether do | need the day-ahead
market or not, experience has shown that, you know, the
operators say no, we absolutely need a day-ahead market
and heréswhy. And | believe that the reasons why are
very consgtent with how we operate the grid, and they are
conagent with dl the rdiability rules. So I think it
both supports markets and honors, you know, the physica
requirement of the system.

MR. CALDWELL.: | think if you have aliquid
spot market with arbitrage opportunities, to be able to

arbitraoe from that liquid spot market into forward
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markets and across times and across spaces, that you will
achieve what you want. If it is possible to do that
without sandardizing, fine. | don't know that that case
has been made.

| think the case is clear that standardization
of a least the scheduling protocols and dl thet is
absolutely necessary. | agree with Reem that there needs
to be an energy market thet, as| say, isat least
arbitrable across, and | think that means a standardized
way of sattling for physica deivery.

We d 0 need to have a mechanism for solving
the unit commitment problem, and the way that has been

demonstrated is a day-ahead market. If we don't have a

market for day-ahead market commitment, | suppose people

will have to commit adminidratively, the way we used to
doit. Either wedo it by the market or adminidratively,
but we have to solve the problem.
We don't have inventory to draw onin
real-time. Therefore, we need to do that, and if thereis
something that can be nonstandard, fine, but let's make
sure that we do nat, in the result of creating something
nonstandard, that we lose the liquid spot market, that we
lose the commitment function. We have to have those.
MR. OHEARN: | am afan of standardization to

the extent it can be done. |If there was one seamless
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market across al the North America, that would be
preferred. For someone like us, thereis, of course,
differences regiondly that would have to be looked at.
Look at the example of hydro.

There's, of course, differences between the
hydro in the Northwest and the energy in the Northeast,
that if you were to design something standard that was
maybe focused on PIM, you would lose some of those
differences in the gandardization, and then maybe the
systems wouldn't be operating as efficiently asthey could
in that region. So to the extent that it's possible to

gandardize, were dl for that.

MS. SILVERSTEIN: So your answer is standardize

except for very specific exemptionsthat are justified by
locd or regiona needs such as hydro?

MR. OHEARN: Yes.

MR. MEYER: | guess being more of anationd
player, were very supportive of sandardization. Many of
theitems, | think, thet are going to be required | kind
of refer to as more of the commercid practices, and
hopefully we're taking actions to create a standards body
which is going to ded with those and make those fairly
uniform. Scheduling's been mentioned. That's obvioudy
important, settlement intervas can be extremdy important

between dl the reqions a least that are fully
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interconnected.

So | think it's got to be handled that way. |
think if you can dlow flexihility, that's great, but |
think one of the problems weve had in the past, there's
too much flexibility, and things don't match a dl, as
you cross from one area to another.

MR.BITTLE: Thisoneisonethat | know I've
got to have stlandards, but | like to be flexible about
them. Itisone of those thingsthat if you're
transacting across two regions, there has got to be enough
capecity ability there that you don't dways butt your
head againg the wall.

Now, that obvioudy saysin the long term that
the more standard, the better. It's one of those things
that what you're talking about are products, basicaly the
way they're transacted, the time frames, and those kinds
of things

Now, there needs to be enough flexibility that
you do not preclude the development of new products.
That'swhere the flexibility needsto comein, because
there's dways going to be somebody with a better idea,
and you need to be able to take advantage of that.

MR. KLEINGINNA: With respect to this-- and
being at the end of the table, I've had an opportunity to

write some thinas down, but | think that if we aet
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prescriptive on trading hubs and don't dlow trading hubs
to develop where they logicaly belong in terms of the
market, we're going to do oursalves agross disservice. |
don't think that it particularly makes senseto be
prescriptive on demand-side response.

| think there needs to be some Sgnificant
flexibility with that. Not everybody is going to fit into
the nice 50-megawatt block that | can offer to the
marketplace. So | think that we absolutely need to be
flexible and not say we're going to sl thingsin
particular blocks to the marketplace, and there has to be
some -- there may have to be some different types of
operaiond flexibility there. Some folks may not be able
to get off in an hour's notice, but thereés ill an
extraordinary resource. Some people may be able to get
off in five minutes notice, and they should be rewarded
for that.

| think with respect to demand-side response,
ditting in those shoes as | do, we probably need to have
some flexibility there. With respect to things that we
have to be extraordinarily prescriptive on, | think, you
know, operationdly that makesalot of sense. | think
with respect to transmission rate design across RTOs, that
makes awhole heck of alot of sense, and | certainly

bdlieve that with respect to losses, we need to be
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sandardized and fair. And that's pretty much what |
would say.

MR. BROWN: My written comments indicate thet,
obvioudy, we believe compatible technica standards
across an RTO would be good for further development of
demand-side responsiveness. | accept the cavedats
expressed by my colleague on theright thet there are a
variety of productsthat, in this new arena, we need to
alow to comeinto being, but we need to promote open
architecture software, competent measurement units, as
welve been discussing, and that would include time
increments to facilitate the regiond trading of demand
resources.

MS. SILVERSTEIN: If | may ask one more.

MR. KELLY: Sure.

MS. SLVERSTEIN: There have been severd
comments from anumber of you about demand responseis
good and things that should be put into market rules have
been referred to in different levels of detall, but let me
ask you to be specific in terms of the following: asyou
look across the 1SOs and markets that are in place today,
could everyone who has a ake in intermittent or demand
resources who is a pandist specify the two most important
measures that you see in markets today, in market rules

that you see as impeding the effective participation of
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intermittent resources and/or demand response measuresin
wholesale markets.

MR. CALDWELL.: If we have aliquid spot market
in which we can sttle that spot for our imbalances, if we
have flexible, near red-time scheduling, we can work it
out. Theres of it, yeah, we may be arguing about for a
long time, but at least we can physicdly ddiver our
product and we can exist and we can improve. |f we don't
have those two things, we just Smply cant.

It ssemsto meit's funny, because I'm not sure
whether Kevin stacked the pand or what. | think thereis
areasonable consensus among the panel about those issues,
but when you go out in the real world, those conditions
smply do not exist in 75 or 80 percent of the country.

It may be we only recently have cometo this consensus. |
am not convinced. | think there dill isalot of work to

be done, and | don't think we're there or anywhere close
to being there alot of places in the country.

There are alot of tariffs being worked on
right now that are about to be submitted to this
Commission that don't meet those requirements or those
sandards that we're talking about here. And | think it's
going to be very important over the next sx months for
the Commission to send those kinds of signals thet they

want to get there now, that we're not talking about
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letting a thousand flowers bloom, were not talking about
getting some more information, were not talking about
five years down the road, we're talking about now. And if
we don't do it now, we're going to have to do something
about it.

MR. BROWN: | have asmilar concern that we
need to establish a clear blueprint for the DRR markets
now. We need a structure, rules, and procedures for DRR
participation now. We need clear tariffs that provide
appropriate competition. We need a certainty that if you
participate, you can recoup your investment. Sowerein
need of guidance at this point, and we need it quickly.

MS. SILVERSTEIN: But do you have two specific
items within the existing market rules that you can point
to as being problems that need to be fixed?

MR. BROWN: Our written paper provides about
40. So | would haveto go to the top of theligt, getting
the day-ahead opportunities under control and universaly
applied, and then the flip Sde of that, wed liketo see
price-taking provisons immediately.

MR. BITTLE: | guesswe don'tredly
participate in those markets yet, but we are affected in
both cases. Bascdly the one thing we see that will have
to be there isthe ahility to participate in red-time and

have those deviations caused by those thinas that are
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settled at the spot market price and unmet opportunities.

MS. SILVERSTEIN: Mr. Kleinginna?

MR. KLEINGINNA: | would say thet -- thisis
not from Ormet's experience. Ormet has been able to
participate successtully on the demand sde. So | would
have to share somewhat anecdotaly the kinds of things
that probably are a concern and came up at the last panel
| participated in.

Commissioner Massey had asked if we expected to
be compensated for providing these services. And the
answer to that is absolutely yes. | think thet to the
extent that the tariff does not dlow for compensation as
if we were providing energy a the margin, that would be a
ggnificant impediment to market -- to demand-side
response.

| think that that's extremdy important, and
I'm afirm believer in the market, to the extent that we
regulate the price sgna out of it, we won't see demand
response.

MS. SILVERSTEIN: Mr. Meyer, any experience
from ERCOT you'd like to share with us on how to
accommodate wind in demand response?

MR. MEYER: | think it's dready been covered.
ERCOT has baanced schedules, and they had to do, | think,

some specid consderations or special resettlement -- |
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shouldn't say resettlement. | should say specid
settlement condderations in how they approached the wind
and -- | don't think we have solar. It'sbascaly wind
resources -- such that they're not overly pendized when
they're off schedule. Basicdly, we give them, | think, a
wide deviation that they can go between and dlow them to
adjust. They can't be treated necessarily as atotaly
controllable resource, so your market has to be designed
to alow that.

MR. OHEARN: If | could speak abit to both
sdes of it, we have industrid customers through
bilaterd contracts and tariffs that we've used to give us
more energy and capacity to sdl into U.S. markets. We
can badicaly do that because we have a portfolio of
assets, and we can provide alot of the ancillary services
needed to do that. We don't have some of the same
chalenges that alot of these other folks have.

Weve also seen the other sde of it, been a
victim of demand-<de management where in the Northwest
there's been spdlls that have been brought down, and that
was to produce extra capacity and energy within aregion,
and seeing the unforeseen consequences of actudly
reducing net capacity in aregion. | wonder if some
people here can talk about this some more.

Wetdk about who aets the benefit of the

75



demand 9de? Isit theincumbent utility or isit the

load themselves? The question you haveto add to that is
who pays the consequences of that demand going down, if it
affects trangmisson limits.

MS. FAHEY: | think one of the largest
obstacles, not necessarily for intermittent generation,
but for other types of generation, too, isthe currently
absent RTOs, isthe physica requirements for
transmission, and | think that's redlly the largest
obstacle, because if you're an intermittent resource,
you're generating now. Y ou're not going to be submitting
an Oasis request to buy transmission and have somebody
evduate it and tdl you in 20 minutes whether you have --
whether you can get grid access or not.

So | think from our perspective, whether it's
intermittent or just gpplicable to al types of generation
isthat the physica requirement of transmisson becomesa
huge obstacle.

MR. BAKER: | think Jm raised the question
earlier about why we arentt further dong, and | think the
debateis -- and hopefully it'sworked -- it's been better
developed in the RTOsthat are up and running. It'sthe
question of putting equa on an unequd playing fidd and
how do you make sure that you put demand on an equal

plavina fidd with fair rules and not overly advantage the
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demand to the detriment of the generation. And | think
the group around here would agree that that needsto be
done. It'sjust aquestion of how you get that
accomplished.

One question that | have for the gentleman at
the end wasthat | thought he said that there had to be a
design of tariffs-- and | may have misunderstood -- that
guaranteed return of investment in demand-side products.
| kind of question, do we have amarket if it produces
guarantees?

MR. BROWN: | apologizeif | conveyed that
mismpresson. The objective of people participating in a
market isto obtain vaue for their participation in the
market, whether that's services or products. And so the
people that are holding back entering the demand resource
market in ggnificant measure are, in effect, withholding
ther busness activity. | cdled it investment by
misdirection. | gpologize.

MR. KELLY: Arewe ready to moveon? | know
severd people have questions. 1'd like to give some
priority to people who have questions about reserves, an
important topic for the panel that we haven't gotten to
yet, and were alittle low ontime. Either of you have
questions on reserves? Dave?

MR. MEAD: Thisisactuadly partly aduestion
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about reserves and partly a question of what we were just
talking about. So hopefully we can merge the two and
satisfy Kevin. | want to pick up on Mr. Cadwdl's
concern about real-time pendties. There are redly two
questions.

Firg of dl, what do you mean by a pendty?
Isany settling of the red-time market outsde of LMP
consdered apenalty? | raise this because there's one
view that suggests that when people show up in red-time
unscheduled and without instruction from the 1SO or the
RTO, that the RTO has to incur some additiona codts, like
operating reserves, and therefore, isincluding whatever
these cogts, including perhaps some share of operating
reserves, is that consgdered a pendty that you find
troublesome?

And after you talk about that, I'd be
interested in any other views on the issue of red-time
pendties.

MR. CALDWELL.: People dwaystak about that,
and every time they go to try to find those and define
those, they tend to go away. What we found is that every
time you actudly st down and try to cdculate how much
it redly cost, okay, we can dways live with the result
that what tends to happen is as people make these sort of

arbitrary assumptions about thinas that are based upon --
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| don't know, based on fear, based on lack of knowledge,
and they come up with surrogates for saying what things
actudly cogt, and those turn out to be penalties.

Therée's no doubt that it would be better if
wind was a dispatchable resource. Clearly digpatchability
hasavalue. Except that what we tend to do iswe tend to
overvaue that, and what | think we need to have iswe
need to have an efficient reserve market, that where the
market design does not require additiond reserves by
requiring balanced schedules, and that where the reserve
markets, you know, actualy do reflect some costs.

There was an interesting piece of work that was
done a couple of yearsago. | think it was by Cambridge
that looked at -- | remember specificaly the graph that
looked at market volatility on the Y axis and looked at
reserve margins on the X axis and said how do different
market designs perform as things begin to get tight, as
reserve margins begin to be reduced.

And what they showed was that the outlier at
the time -- this was about three-year-old data -- happened
to be PIM, where PIM, for some reason, was able to operate
amarket without volatility, without price spikes at lower
reserve margins than the rest of the markets were capable
of a that time.

And | think it's those kinds of thinas -- if we



end up actudly costing something, in terms of regulation
or something like that, then charge us, but make sure that
itisactudly caculated and isn't just sort of assumed

and it's arbitrary.

MR. KELLY: Alice?

MS. FERNANDEZ: Kevinand | were conspiring to
shift this over to operating reserves. | think | will
take the lead from Alison and ask some generd questions
that we could get dl the paneligtsto talk about. | know
afew of you talked about reserves, operating reservesin
your opening statements, and a number did not.

| guessI'd like to ask a couple of key
questions. Firgt iswhether or not the Commisson should
gandardize on ether having or not having specific
operating reserve markets on day 1 of a standard market
design. If you think there should be standardization on
specific operating reserve markets, what specificaly
products, isit spinning in regulation or should other
ones be included?

And dso, if thereisthistype of market, what
type of payment should be involved? Should it be
something where there's a capacity availability payment or
just for energy when cdled upon?

| guess dso for those who suggest we don't

need to sandardize on day 1, another question is, isthis



going to create any seamsissuesif we don't?

MS. FAHEY: | was the one who said that the
Commission should standardize that, not holding up the
whole market design because were trying to get everything
perfectly doneonday 1. And | don't want my commentsto
be misunderstood, as a reserve market or ancillary market
are not important. | believe they are very important,
however, they're very complex. And | believe there are
components that we know they work well, we have enough
experience with and we can sandardize that, and let's go
ahead and do that.

Specificdly, | would like to address the
region where I'm from, which is the Midwest RTO. That
gpans four regiona councils, MAPP, MAIN, ERCOT, and
potentially SEP. The way it works right now isthe
regiond rdiability council determines the quantities,
the levels, the locations, and so forth.

And | think it would be a very big mistake for
the RTO to say okay, we're going to implement LMP ayear
from now, and we're going to employ operating reserve that
same day as well, because we have absolutely no experience
of what the congestion patterns would look like, because
we have no experience with LMP. So | believe that we need
to get -- we sort of need to get ayear of experience on

doing that.

8l



And the reason why | don't think it should be
doneonday lisit'snot avery large part of the market.
Again, it'sjust get the 90 percent focus on getting
what's redly important on day 1 and phaseitin. | know
that PIM has sort of done that approach, and it works
well.

MR. CALDWELL.: I think if you havea
standardized design, that the reserves sort of fal out,
maybe a least notiondly the difference between those
two, and that there is more room to |eave some differences
in reserves because reserves tend to be localized, and
therefore, they don't tend to get shipped very far, and
that you can tolerate more diversty, if you will, in
terms of definitions of reserves than you can in terms of
energy.

Likel say, | think if you do solve the
commitment problem with the day-ahead market or if
somebody's got a better ideg, fine, let's get it out
there. And if you solve that and if you solve the
dispatch problem and you integrate those two, then the
reservestend to fall out of that.

MR. OHEARN: | think athird party could
provide the operating reserve. It doesn't necessarily
have to be the RTO. So asfar as standardization, there

should be some levd of standardization, but again, there
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isregiond differences.

One good example is with hydro having the
energy bid and spinning reserve -- sorry, having the
energy bid in the stack for spinning reserve may not be
something a hydro resource would want to have; i.e.,
they're willing to provide the capacity, but they don't
want it in red-time if therés aneed for their energy to
actudly be cdled upon, unlessit'sardiability issue.

So they like to separate those two. Whereasif you'rein
another region without hydro, it doesn't make any senseto
have those two separate. Y ou'd obvioudy have them

integrated.

MR. CALDWELL: Let me make one amendment.

Whatever you do, make sure you end up sharing reserves.
The whole reason why, if you go back in history of the
grid, why we got interconnected in the first place, was 0
badcdly that we could share reserves, and if we end up
with aresult where we don't share reserves, where
everybody hoardstheir reserves to use for themsalves,
then | think the system is going to end up inevitably
being of higher cost than the old one. And | don't care
what else we do, we're not going to makeit.

| remember the cost benefits analysis for Order
888 where, you know, they tried to at least model where

are these savinas aoina to come from, and the only place
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that they could redly come up and cdculate savings --
now, that'samodd, but dill -- the only place that they
could actudly say where the savings from competition were
going to come from was by reducing reserve margins and by
dlowing the system to operate with lessreserves a less
supplier capacity, lessidle cagpitd, if you will, to
operate the system.

So whatever we do with reserves, we've got to
end up sharing them as aresult, which may be alittle bit
of asegue back from what | said, that snce you don't
ship them very far, you can tolerate differences. But
dill you have to share them within the region.

MR. ONEILL: Can| ask aclarifying question
for Danny? You sad that RTO versus third party supplying
reserves. Ultimatdy, | would think third parties are the
only supplier of reserves, if the RTO does, it'son
generation. The RTO can run an auction market to procure
those to make sure they're in the right place. But did
you envison that the RTO would actudly own reserves of
some sort?

MR. OHEARN: No, | was more taking about
actudly running the auction itsdlf, that that could be
done by athird party.

MR. ONEILL: And the difference between an

independent RTO runnina that market and a third party



would be?

MR. OHEARN: One, the cost of putting that
market together and some potentid that they could respond
quicker to changes in market needs for products.

MR. ONEILL: Do you have alittle bit more
detail?

MR. OHEARN: | could provide something
aterwards, yes.

MR. MEYER: | guessI'm going to take alittle
difference of opinion here. | think the operating
reserves or what we call needed reserves for operations
are not separable from dl the other markets necessarily.

While I'm not sure whether the RTO hasto run
the actua auction market itsdlf, it hasto bea
centraized mechaniam. Theré's three basic things that
you have to have as an operator: you have to have spinning
reserve, you have to have regulation, you have to have
reaective cgpabilities. Reactiveis o locdized, it's
probably best handled differently. | don't want to lose
sght that that should some day evolve into a market, and
certanly, it isavaue tha needsto be pad for,
someone supplying it.

Spinning reserve and regulation -- and | think
regulation ought to aso be broken down into regulation up

and requlation down, such aswe did in ERCOT, and the
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badc reason is that afully loaded unit can supply
regulation down. It can't supply regulation up. So if
you make it bundled, you will diminate units from being
ableto bid separately.

Now, if people argue with that, and | do agree,
usualy aunit is loaded such that it can do both, and
obvioudy if it can do one, it can do the other, usudly,
unlessit hitsasugtained limit low or high. | think
what we mean by reserve sharing -- and | want to explore
thisaminute.

In Texas we have what we cdl sdf-arrangement.
In other words, participants, load participants are
assigned an obligation to supply reserve. Someone has an
obligation. You can either let the RTO purchase it for
you and you pay the clearing price of that, or you can
provide or arrange for it yourself.

| think what we mean by sharing in Texasiswe
aso -- we haveto -- you can arrange for it, but you have
to giveit, for control, to the ISO. You don't get to
deploy it directly. It's deployed for the benefit of
everyone. It can be sdlf-arranged.

Andinfact, in our -- and our typica
requirements on reserves, spinning is about 2000
megawaits. Typicdly the 1SO will very sddom buy more

than 400 or 500 in the market. The rest has been
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sf-arranged. And the requirement for regulation now is
sling in a around 1200 megawatts, and usudly he will
only buy a couple hundred of that. Almost dl of itis
sf-arranged usudly.

MR. KELLY: John, just aclarifying question.
These requirements you're talking about, are these Texas
PUC requirements or requirements developed by the RTO
under an umbrdlaregulation set out by the PUC?

MR. MEYER: TheRTO, or ERCOT, st itsown
requirements of the levels. They have some guiddines
developed in protocols by the stakeholders committee for
reliability. So bascdly, they have to follow certain
NERC requirements, and to do that requires certain levels
of resarve. ERCOT spinning is probably higher than anyone
else because it has an isolated system. So in order to be
able to recover frequency in afast enough manner to meet
the NERC criteria, it has to be alittle more reserve out
there.

But these are set by the | SO, and they change.
Typicaly the only one that changes alot is regulation,
and it changes somewhat seasondly, and dso with what he
envisonsisthe variaionsin load or the dope of the
load coming up and down inthe day. If it'sflatter, he
obvioudy probably needsless. If it's very steep up and

down, very hiah peaksin the day. then he probably needs
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more regulation, and he makes that cal.

He posts that the day before, sgnsthe
obligation based upon historic, last week's load
forecadts, and everybody knows they either provide it or
they just go to the market and let the ISO provideit a a
price. But we found that very effective, and those are
the minimums

The other reserves | taked about in my opening
remarks, they're important: replacement, nongpinning which
we classfy as 30-minute, others classfy a different
levels. But | think those can have some degree of
regiondity or flexibility, because they're more concerned
with replacing reserves that have been lost. And they're
heavily dependent upon how you set commitment and redly
your protocols, whether you're going to have more or less
committed on a given day.

For instance, even though Texas has
nonspinning, very seldom does the SO actudly go and buys
it, or replacement for that matter. He usudly has more
capacity, he thinks, committed than he's going to need to
worry about. If he'svery tight, then he's going to have
to worry about lining up additiond supply.

And that'skind of my tekeonit. | think it
ought to go in, a least these basic ancillary sarvice

markets, day 1 with the SO or the RTO start-up.
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MR. BITTLE: | think that whenyou look &t the
historica way the system'’s been operated, | think that
you can see the need for these has dways been there. The
question is, a what level? And therésaprice. The
more you have, the moreit'sgoing to cost. The lower it
goes, the more likely you are to have an outage.

So it isone of those things thet there's some
range there. Obvioudy, you cannot get by with zero
spinning reserves, but how high above that do you have to
go? That's one of those things that eventudly, | guess,
the market will haveto redly decide.

Part of it is, how do you procure these and how
do you charge for them? To some extent some of these are
goingto -- asyou're a part of the interconnection, the
Interconnection’'s going to provide some of it. So for
some entity to, you know, redly charge a specific
customer for that, there's -- when they're not necessarily
the one providing it, redly Sartsto raise some
questions.

So it is something that you owe to the
interconnection, and | think as the interconnection looks
a that and they provide that to each other, thereisa
benefit. That's where the sharing comes back. Thereis
that community aspect to thisthat lowers the price to

evervone, and as vou share those, you can aet by with
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But, John'sright, you have to make it
avalladle to the RTO who isgoing to actudly react to
those kinds of things. When you start talking about some
things, you're going to have generation deviations that
are caused by the interconnection, not just by your own
load.

And 0 there's some of these things that where
they're going to wind up long-term 4ill remainsto be
seen, but how you procure them, in some cases dl you're
doing is asking who iswilling to provide those. And you
can get that by paying a capacity payment, and once you
make the capacity payment, the energy ought to come with
it, basicdly at cog, in my opinion.

So there are alot of things that haveto be
discussed, but where they're going to findly wind up,
that's not quite clear in my mind yet, but there have to
be those kind of operating reserves, and they have to be
avaladle for use by the interconnection.

MR. KLEINGINNA: With respect to operating
reserves and ancillary services, it isnot an
indgnificant part of my power hill. It's seven figures
on an annua bass, and with respect to standardizing the
requirements, it ssemsto me, as someone who hasto

operate and be responsible for reserves as aholder of a
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transmission contract, | would push for standardization,
a least across the interconnection, first of dl, to
facilitate my shopping for these reserves.

Secondly, it would let me know what my
requirements are going to be for reserves so | can make a
decison asto who | wanted to buy them from the market or
sf-supply them or potentidly supply them to othersasa
load.

So | would say thet it seemsto mel'min
agreement with John Meyer on this, that you want to do
this at the same time, because for my pocketbook -- not my
pocketbook. My corporation's pocketbook, it's alarge
Issue, and it'salarge dollar issue, and | would like to
know what the opportunities are across regions.

| dso think that to the extent that you have
differing requirements or you don't have sandard markets,
you once again can end up with suboptima solutions, where
some folks are sdlf-supplying in, say, Maine and others
are buying from the market in PIM. And that might not be
theright thing, if you had a dandard market, you might
be able to dispatch on the load sSide or even on the
generation Sde more optimally, because different rules
lead to a suboptimal solution.

That's what I've got.

MS. SILVERSTEIN: Before Mr. Brown answers, |
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wonder if | could ask aquick question for you to address
and everybody dse to come back if they fed they have a
contribution to make. Everybody who has answered this
question about operating reserves thus far has dedt with
entirely supply resources.

MR. BROWN: Thank you for the opportunity to
address that question. The ISO New England now has a
replacement reserve opportunity, that demand resources
participatesin. 1'm going to use it as a piggyback
opportunity. It's a10-minute operating reserve. And one
of the things that becomes evident, when you examine what
SO New England does with respect to replacement reserves
IS, they commit about 1000 megawatts daily for the purpose
of having sufficient committed cgpacity in the event TMOR
isn't met the next day.

The interesting fact is theré's no market,
there's no payment, it doesn't arrive a the wholesde
generator, it doesn't arrive at the demand resource.

And one of the immediae agendas that we would
like to see addressed isthat that be given value and that
that be given an opportunity for demand resources and the
wholesale generator market to be compensated for providing
that 1000 megawatts of replacement reserves every day.

It's one of those things hidden in the Structure that

isn't monetized that if it were monetized would dive us
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al something more to work with. Obvioudy, ISO New
England has avariety of methodologiesin place,

et cetera, which you could address, but that's just from
the participant's slandpoint. There's an opportunity that
we'd like to address.

The operating reserve markets, we definitely

believe the demand resources can meet the 10-minute -- you

know, at the various levels that we've described. We
darted negotiating on these, for example, in the New Y ork
SO structure in early 1998 in the design phase of the
organization. And while there was some whopping good
negotiations about the way distributed resources could fit
in, when it got down to the software design of the system,
well, we can't quite cope with dl those little guys.

We can't quite cope became a mantra that
continued for three yearsin the form of wdl, there
aren't enough buses in the computer software to dlow
dispersed resources to participate. There are only 50
buses available, even through this past year.

Wil, FERC has moved to change some of that,
and obvioudy, software configuration needsto be
gandardize to permit multiple playersto enter the
markets and bid aswell. So we definitely think these are
markets within reach. The technologies have improved for

communicatina with them. The resources can respond.
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MR. KELLY: Mr. Baker?

MR. BAKER: | think one place we may be getting
confused is whether there's a market for these reserves,
just asagenerd rule, or whether it's the same exchange
or asmilar exchange to the hourly spot market and
day-ahead. | beieve that we need to sdf-supply the
ability to do that.

| dso think that the RTO needs to go out and
contract, if it'snot built inday 1 -- and | think it
does get complicated if you build it in day 1 -- dong
with everything ese, in a place that dready doesn't have
atight pool and have an exchange dreedy built in, that
building reserves as a part of the exchange could result
in asuboptima answer for the energy market day 1.

| think we saw initid problems up in some
of -- in the New Englands and the New Yorks. | think
they've overcome alot of that, but initidly there were
some problems of the interplay between those markets.

| think you can cregte the Stuation where the
system operator can actually go out and request bids. And
they may do it on aday-ahead basis, a week-ahead basis, a
year-ahead basis for these reserves, get the lowest
supply, get someone who can truly respond to thelr
actions, and you have created a market. You just haven't

necessarily linked it to the hourly eneray market.
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| think ultimately you want that linkage,
becauseit redly is, to agreat extent, dl energy
related with the exception of reactive as mentioned. That
has some specid characteridtics, but ultimately, you want
to get there, but I'm not sure that's necessary day 1.

And to answer the question about demand side,
it may actudly be easier for ademand-side participant to
enter into a contractud relationship where they know what
their requirements are going to be going forward, as
opposed to trying to bid them in in the short run into
these markets and have to react during production cycles
that may not work aswell.

MR. ONEILL: Why wouldn't you alow both?
That's not an ether/or. They could contract for demand
response, or they could bid it into the market, either
one. Why would you limit it?

MR. BAKER: I'm sorry. Limit --

MR. ONEILL: | got theimpresson that it was
an ether/or proposition. 'Y ou would contract, but you
wouldn't bid into the --

MR. BAKER: No, they could definitely bid into
the market. They may choose to take their optiona amount
that they could move and save it for bidding into the
energy market, or they could have contracted in a

re ationship with the sysem operator to provide reserves
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a ther cdl. Eitherone. I'msorryif | --

MS. FAHEY: | just don't want my comment to be
misunderstood, that | don't think the RTO should, you
know, offer operating reserve or run an operating reserve
market onday 1. | believethat that's, obvioudy,
necessary and needsto be done. It's part of the
reliability components that the RTO has to adminigter.

My comment was | believe we should not get
bogged down in trying to get a sandardization of what the
level of operating reserves should be and the amount of
reserves should be and the location of that should be. So
| just wanted to -- because | don't know if Mr. Meyer
misunderstood my comment. The purposeis not, you know,
we need to get what we know about done as soon as
possible.

And | can assure you, within the Midwest RTO
market, we have four different reliability regions. They
dl have adifferent way of cdculating reserve, where
it'slocated. They have different requirements and
criteriafor deploying it and for replenishing reserve.

If werre going to walit to implement 90 percent
of the market until the four regions reconcile the
requirement, welll be stuck here forever. Well be
talking about this three years from now. | just hope that

will not become an obstacle in aettina most of the thinas
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that need to be standardized done as soon as possible.

COMMISSIONER MASSEY': | have aquestion.
Should we at |east require a market-based approach,
whatever it is?

MS. FAHEY: Absolutely, yes, | believein
that, but to me, tandardizing operating reserve -- and |
think | would like to share what NERC attempted to do in
NERC Policy 10, which never became apolicy. That's what
happened. We got bogged down in the industry of what's
the level and how do we deploy it and who carries it and
who paysfor it.

We just got so bogged down on these
requirements that NERC Operating Policy 10 never became a
policy and sort of got put on the shelf. Again, it'sa
huge, complex issue that, you know, we ultimately need to
ded withit. | absolutely agreeit hasto be
market-based. The RTO should then say the verticdly
integrated entities dways procure reservations from the
entities, and I'm going to dlow that. That's not what
I'm saying.

MR. KELLY: We have two former system
operators, Reem Fahey and John Meyer, one who says we can
delay it and the other, | understood to say, we can't.

Could | invite you two to just talk to one another and

well al ligen and hear where that conversation aoes.
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MR. MEYER: | will try to address that,
athough | had a couple other points | was trying to catch
up to that had been asked, that | haven't got to speak
about it. If I may kind of takethemin order. Red
quickly, just following up onwhat Craig had said, | guess
we had red concerns of the RTO entering into long-term
contracts for supply.

Badicdly, the RTO should not be taking a
pogtion in the market, if he can hdpit. He's
conducting alot of auctions, and he'staking, | guess you
could argue very short-term, but let's keep them to redl
short-term pogtions. If he takes along-term postion,
he may as wdl become a utility eventudly and just supply
al theload himsdf. So| don't think that's what we're
after. HeE'san administrator. He's not a position maker.

The second thing that was asked about loads, in
ERCOT, wedlow -- loads bid very effectively in the
spinning reserve markets. We have somewhere around 3000
megawatts of interruptible, large indudtrids that can
interrupt and have done so under tariffs, and we have
alowed that up to 25 percent of spinning reserve can be
supplied on these contracts, and we're trying to stretch
that to 40.

| want to make akey digtinction. You say why

not 100, because |'ve had alot of people say why not just
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let them supply dl of it. Well, the spinning reserve
serves multiple functions. It'sloca speed control on a
generator basicdly. So it's following frequency or
deviationsin speed congtantly. A load that is tripped,
ather by underfrequency or some remote initiated sgnd,
is not going to follow that same respongveness. And so
you have problemsif you want to go 100 percent with
loads.

Sothereisa-- plus if you st it, likein
Texas, we st it under frequency trip, you could have
overresponse. That's one reason we try to limit how much
ison a onetime, because if you trip 500 units, you may
trip 1000. Y ou've got to be careful you don't overspeed.
S0 you have two issues.

That'sdl | redly want to say, but thereis
ways to ded with it and let load go into those
marketplacesin capacity.

MR. KELLY: Thank you. A redly basic question
for us, as we think about proposing arule on standard
market design, is whether the various operating reserve
markets should be integrated in or delayed in their
implementation. Y ou can't get too much more basic than
that.

MR. MEYER: Rignht.

MR. KELLY: At least I'm confused between what
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| hear from two former system operators --

MR. MEYER: Let me addressthat. | think what
Reem was trying to say, she doesn't say the reserves
aren't needed, she's saying delay afull market
implementation for some period of time usng an dternate
means, which would be just a Sraight-out commitment of
generation.

| mean, therés many waysto haveit. | don't
think she's saying we can just bypass reserve
requirements, because they are absolutely required.

MR. KELLY: Andyou sad --

MR. MEYER: | sad create the market up front.

MR. KELLY: -- reserves are not separable from

other operations?

MR. MEYER: They're not easy to separate. They

can be. | think PIM gtarted out with that gpproach where
certain reserves were a requirement of supply, which is
very typicd -- | mentioned areactive right now. That's
acondition for interconnection, the way it's been
preserved in the past. Although itisacod that a
generator or somebody eseisincurring, it is
uncompensated for.

MR. ONEILL: Canl seeif | candaify inmy
mind? | think that both John and Reem don't disagree that

in the lona term, we can intearate these markets, but we
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101
shouldn't dday getting started if integrationisa
problem.

MS. FAHEY: If | could addressthat, aswe
were trying to design the Midwest RTO market -- we got
bogged down for, you know, umpteen hours trying to resolve
this, and in my opinion, the best solution was okay, we
will solveit ayeer later, but let's not -- |et's get the
spot market and the day-ahead market working, because
that's the biggest benefit for everyone.

Soinnoway am | implying that the RTO should
not be running this market, absolutdy, and | think they
should runit in ayear, no later than that, that it has
to be market-based, and every generator should be able to
bidintoit. I'm just urging you not to get bogged down
in that, because then every regiond rdiability council
Isgoing to say no, my solution isthe best, and let'sgo
with what | have.

MR. KELLY: Sowhen Mr. Meyer says the two
markets are not easily separable, does that fit with what
shel's saying, in your opinion?

MR. MEYER: I'm not sure where Reemistotally
coming from. One of the problems, | think, may be whether
you have one control areaor multiple. When you have
multiple control areas, you have quite a disagreement or

auite a, | quess, compromise on who aets to control what



functions between an RTO and a control area operator,
where if you have asngle, like PIM, ERCOT, Cdifornia,
it's rather obvious who is going to have to do the control
over the units or basically deploy the reserves.

It hasto be the RTO, period, because he has
the control area operationsdso. And | think all Reem's
trying to say isin her opinion, she can -- you can dday
that function and go to an aternate means of supply.
What I'm saying is I'd rather not do that up front. |
think there are market mechaniams. In the start-up of
ERCOQOT, | do not think that was alimit a dl in trying to
st up the reserve marketsin that. Infact, | think that
was the easiest part.

MS. FAHEY: If | could quickly reply to that.

MR. KELLY: Very brifly.

MS. FAHEY: | think John said exactly what the
problemis. That's not what we have in the Midwest. We
have multiple control areas. Unlessthe Commisson is
going to dictate one control areafor the RTO, then I'm
al for it, but that's not the redlity that we have, and
we have four different regiond councils.

S0, you know, what was achieved in ERCOT was

easer because of those requirements, which is not what we

have in the Midwest.

MR. KELLY: | want to turn in aminute to see
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if people in the audience would like to ask questions.

Y ou might be thinking of your questions, and we have
people with roving mikes, which you will need to spesk
into to get it on the record. | know Udi Helman had a
question he wanted to ask, and this would be a good time.

MR. HELMAN: Thanks, Kevin. Thisisagenerd
question, but reserves could befit into it. Aswe look
a this sort of initid question of standardization, when
you even look across the Northeast |SOs, there are alot
of differencesthat come out of regiona concerns, and
that has been one of the main reasons why people have
resisted the notion of standardization.

At one levd there may be philosophical
differences, but then people think about their local needs
and their regiond generation mix and their transmisson
system and load pockets. And yet, when we have a
discusson, people find it very hard to imagine a sandard
market design that didn't incorporate thoseinto it. So
thereéskind of afundamenta tenson there.

What | was wondering -- and obvioudy reserves
Is one component of this. PIM offers certain types of
reserves. New England offers additional reservesthat it
fedsit needs to have.

Should the sandard market design basicdly try

to incorporate, as we look around the country, the



localized methodologies for dedling with particular
problems and then offer it to people as a sort of opt-in
or opt-out bas's, or should we stay away from defining
processes for dedling with local problems? | can giveyou
an example of those types of thingsif you're interested.

MR.BITTLE: Yes

MR. HELMAN: An example, an obvious one, isthe
decison on which types of reservesto offer in different
markets. Another one might be how you do hydro scheduling
inbidding. PIM doesit quite differently to New England.
Should we look for the most robust solution to the problem
of how you do hydro bidding and scheduling and put that in
the SMID and alow entitiesto opt in and out, or should we
sort of leave the question done? You can spinitinto a
reserves question, if you want to keep on the path.

MR. BITTLE: It does have severa impacts. To
the extent that you're dlowing somewhat of a
regiondization where you're requiring it, somebody's
going to set aminimum on what we're taking about, as far
asresarvesis concerned. Otherwise, I'm going to zero
because | know the interconnection is going to support me.
That's not the right thing to do, and everybody knows
that.

It isone of those thingsthat it raises the

oecter of ether subsdization or diving someone a
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competitive advantage. If I'm required to carry more than
someone dse or if I'm required to carry less than someone
else, somehow or another, that's going to equa out over
the interconnection, and it'sgoing to -- but aslong as
we're dl carrying about the same, that's dl right, but

it does raise that idea.

And 0 to some extent, requiring that gets back
to some of the local questions. What isthe generation
mix in that area? It will affect whet the rdiability of
that areais. What are the congestion points in that
area? Which means thet you've got to have generation on
both sdes of it in order to redly relieve the
congestion. So there are things like that that have to be
taken into account that are loca in nature.

MR. HELMAN: And the questioniis, should the
standard market design stay away from those issues, or
should it look around the country for the best ways that
different regions have come about in deding with those
issues and put them there as a sarting point?

MR. BITTLE: | think they have to be dedlt
with, and obvioudy the best practicesis oneway to
start.

MR. MEYER: Just a couple of comments, | think
where you ded with localized exceptions or exemptions,

vou have to be very careful. One of the thinas we were



rea happy about in ERCOT was that everybody came into the
control area, unlike Cdiforniawhere you have big holes
in the control area of large municipds that did not go
in, and | think that creastes more problems than would have
been otherwise if they had just comein.

One thing Ricky said very important isthat it
can, and often does, create some cost shifting when you do
standardi zation across a wide region, because some people
are used to one way of doing it, and others may be a
different way, and therés going to be a shifting of
respongbility in their cost to the market, and somehow
you have to consder that when you're doing it.

Asfar as hydro specid conditions, | think
hydro and what | cdl environmentdly limited units or
units that can only run so many hundreds of hours ayear
because of requirements of law fit into the category of
what | cal energy limited units. As someone mentioned
ealier, if you do not provide opportunity cost to those
type of resources, you're going to have avery basic
problem of the valuing of those resources in the market.

| think you write the rules with that in mind,
that they have to be treated such that they're looking at
forward opportunity cost, but you don't make alot of
other specid exceptions. Every exception or every rule

vou make creates an incentive. Manv of them vou won't
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even recognize until many years down the road. So try to
minimize differences, if you can.

MR. KELLY: Reem, and then were going to go to
questions from the audience.

MS. FAHEY: | guess my advice would be that at
the minimum, FERC should mandate that within an RTO that
you give them atime period. | think it should be no
longer than one year to get at least uniform operating
reserve within that region. Again, I'm more specificaly
talking about the Midwes, that | do not believe it's
acceptable to have four different operating reserve
requirement and criteria within the same footprint of the
RTO.

So | hope that, you know, FERC would mandate
that at least within the RTO, that there needs to be one
criteria and determination of the local amounts and needs
within an RTO.

MR. KELLY: Were going to take some questions
from the audience. | would ask that each questioner give
his name, effiliation, say which pandigt youre asking
the question of. Please, no questionsto dl pandlidts,
or it will take 45 minutes per question that way.

MR. DESOVO: Fernando Desovo for FPL Energy.
My question is directed -- forgive me. It'sether

Mr. Mever or Mr. Bittlewho, | bdieve, said that
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locationd margina pricing identifies very well the load
pockets or congestion, but does not provide -- at least
the mechanisms that we know of currently do not provide
the 9gnds to mandate what is needed to resolve that
congestion.

My questioniis, isit possible to somehow
develop some incentives into whatever we develop in the
rules of an RTO to provide those incentives, or isit your
view that maybe we are relegated to today's environment
where the only way that transmission or transmisson
expanson is going to be done is through the current
rate-based-type mechanisms that exist to recuperate the
invesment? Or did | misunderstand what was said?

MR. BITTLE: You did not misunderstand whét |
sad. | don't know how transmisson is going to get
recovered, but | know the LMP itsalf does not necessarily
provide what is necessary, because as soon as you hill the
transmission or put a generator there, the LMP at that
location changes.

It's no longer what it was, and unless you have
agood idea of what it's going to be, you don't have that.
And s0 will there be financid incentives for
transmisson? Wadll, that's one of the questionsthat's
out there. As soon asyou put financia incentives for

tranamisson, why not for aeneration. And S0 vou've aot
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that competing question just automaticdly. It'sjust
that | don't see how LMP itsdlf solves the problem of load
pockets, and that's where it really comesinto play.

MR. KELLY: Another question from the audience.

MR. WILSON: Seth Wilson with Enron Market

Corporation. A question for Danny O'Hearn with Powerex.

Areyou familiar with the Alberta ancillary service market
design, and istha one example, when you talk about
third-party market operators?

MR. OHEARN: The Alberta Power Pool isright
next door to us. | mysdf haven't for a couple years
dedt with Albertaexactly. Their operating reserves, at
least one piece of it, is done through an eectronic
exchange where it just dlows buyers and sdlers to come
together there to create a market.

Sdlerstha have generdion like ourselves
might want to sdl into that market, generators internd
to Alberta as well as some of the other ties from
Saskatchewan. On the bid side of that market, | think
there's possibly people looking to arbitrage that market,
but | believe the transmission provider isredly the load
Sde of that equation.

So that would be an example where athird
party's efficiently bringing buyers and sdllers together

at avery cost-effective price to do that. Where that was
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done maybe embedded into the transmission provider's
dructure, that will get ruled out. All the customers
would have to pay that, maybe the customers that don't
even -- that use those services.

MR. KELLY: Thank you. Another question.

MR. HUDDLESTON: Barry Huddleston from Dynegy.
| don't want to let John and Reem off the hook so easily
on the reserve question. The question is, aren't you
deding different things? John was addressing the market
mechanism for procuring the resources to provide the
reserves, and Reem seemed to be addressing setting the
level of the reserves and not trying to get acommon
standard across multiple control regions.

It ssemsto me they're different questions.
And the common standard doesn't necessarily have to be
there immediatdy, but can't you have a common procurement
mechanism for the resources and just gpply the common
procurement mechanism to the different sandards across
the control regions?

MR. KELLY: Reem, why don't you go firg, and
then John.

MS. FAHEY: And| think Barry qudified what |
was trying to say very accuratdy, that the problem isthe
levd. It'snotjust that. It'sabit more complex than

that. It'sthe criteria. For example, let's talk about



an example between ERCOT and Maine. Mane dlowsyou to
lien on the reserves for an hour, ERCOT doesn't. It's not
just dlowable and it's not just the procurement. It's
a0 replenishing the reserves.

So | think that the task, again, that the RTO
has to offer entities to either salf-supply onday 1, or
if they can't, that the RTO would procure that and,
obvioudy, share that among the whole participants. But
getting bogged down again on exactly the same levd and
getting bogged down on what's the criteria that's the best
for al four regionsis not necessary on day 1, but hasto
be done within ayear.

MR. KELLY: John?

MR. MEYER: | appreciate Barry darifying that.
| was dedling more with procurement. Of course, | had a
couple basic assumptions built into that. Oneisthat the
RTO would cdl the amount needed, not different groups.
Now, | think looking at trying to understand the issue
better, | think | could go aong with the trangtion
period of how you specify what amounts and then let the
RTO cdl itinayear or two. | think that's reasonable.

I'd be alittle more concerned with my second
Issue, which is the standard products. If they're very
different products, I'm not sure how they're going to work

auite aswdl, and | was troubled a0 by somethina Reem
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sad in that it sounds like there are going to be benefits
for the control area but not for everybody in the RTO.

In other words, it's shared by control area,
not RTO. | want to be very sure that dl the benefits get
shared across the RTO, not just asingle control area.

MR. KELLY: We have another question from the
audience.

MR. LOWEN: I'm James Lowen from the California
PUC. | had aquestion for Jm Cddwel. Maybe he could
carify something he sad earlier, if | understood
correctly. | think you said that the day-ahead market
solved the unit commitment god, and | was wondering, if
in the absence of pendtiesfor deviations, how that
works.

MR. CALDWELL: | don' think deviation
pendties have anything to do with the unit commitment
issue and don't work to solve that problem. | think
the -- what we were saying hereisto use the day-ahead
market as the mechanism to solve the unit commitment
problem, | think, is generdly accepted.

What happened in Cdiforniawas that the
day-ahead market of the PX was separate. That created a
st of separateissues. Then the failure of that market
to clear pushed thingsinto the red-time market, and

thinas started to spiradl away. So the failure wasin that



market to clear. That market must clear, and | think that
means that the -- that afunction or a piece of the
day-ahead market has to be that there is commitment
adequacy in the day-ahead market, that you cannot alow
unserved load to go from the day-ahead market into the
real-time market, and that was the failure in Cdlifornia,
and deviation pendties didn't fix it.

The deviation pendtiesjust drove people out
of the spot market and drove them to do awhole bunch of
dumb things. But you have to have generation adequacy or
adequate unit commitment, if you will, in the day-ahead
market, and that was the failure in Cdlifornia, was
dlowing that under scheduling intentiondly by the
utilities, in many cases, to flow into the red-time
market.

MR. KELLY: Find question from the audience.

MR. SOBIESKI: Dennis Sobieski from PSEG. A
question for either Mr. Baker or Mr. Meyer. Weve
heard --

MR. KELLY: Without hearing the question, why
don't we makeit Mr. Baker in the interest of equd time.

MR. SOBIESKI: Fair enough. We've heard
comments today, not from Mr. Baker, but from members of
the pand, that you need to recognize regiond

differences, that ves, LMP works, but there may be other

113



tools that work.

And | guess I'm wondering if in the -- for the
cause of getting the markets up and running and time
efficiency here, whether there's a balance between trying
to achieve up-front sengtivity to dl of the market
differences and nuances versus getting something up and
running and being more standard on the globa -- on the
larger issues, like congestion management and tranamission
rights.

MR. BAKER: What | tried to indicate in the
opening remarks was that we were supportive of some of the
tools that had been proved to be useful in the Northeast
and carrying them into other areas that are developing
their RTOs. | do believe that you need to recognize the
regiond differences.

If you just took LMP asit was origindly
designed that assumed this sngle control area, it
wouldn't physicaly work within the Midwest until you
collapsed al the control areas. So | think you haveto
meet a certain minimum of those things, but you have to
recognize that there are regiond differencesin order to
make that day 1 work, and that's what you have to balance.

MR. KELLY: | want to bring the sessonto a
close now. | wanted to thank the pandlists for taking the

timeto travel once againto D.C., davs when trave is not

114



that easy, and sharing with us dl your thoughts. It's
helpful for us to hear people discuss these issues, and |
just want to express on behdf of the whole Commission our
gppreciaion for you coming. Thank you to the audience
for participating. The second panel will begin a 1:30
today.

(Whereupon, a 12:30 p.m., the hearing was

recessed, to be reconvened at 1:30 p.m. this same day.)
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AFTERNOON SESSION  (1:40 p.m.)

MS. FERNANDEZ: Good afternoon. We're going to
follow the same basic format that we did this morning,
except thistime | get to moderate as opposed to Kevin.
The pandligts are going to sart off with abrief opening
satement.

The topic this afternoon is tranamisson rights
and financid rights. Theres severd things we want to
get into adiscusson of inthissesson. We had alot of
talk thismorning and a some of our other conferences, we
probably should discuss in terms of the transmisson
rights, if they should be financid or physicd, bath,
within the RTO and there are dso some questions in terms
of, if you're going between RTOs, asto how those
transmission rights should be structured.

There are various hedging rights being
proposed. | know the Midwest SO has brought up a variety
of rights, flow gate hedges as wdll as point-to-point
hedges. Wed like to talk some about whether or not al
of those should be available, if certain ones should be
avallable, how much innovation is necessary, how much
flexibility should be alowed, how much standardization
should be done up front.

We're dso going to get into some discussion

and | had to mention to the pandigts that it wasn't
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something we didn't say explicitly, but was rather amazed
we hadn't. We'd aso like to talk about the transmission
rights or the financid rights and how they're dlocated.

In some systems, they're directly assigned. In other
systems, they're auctioned. Wed like to talk about
whether or not theré's a preference or benefitsto one
versus the other.

Findly, one other topic that wed liketo get
into today getsinto sort of a generd issue of expanson.
We currently have severd proposed merchant transmisson
line projectsin the eastern |SOs where there are some
Issues involving what happers with the capacity that's
created. And that is something, | think, weld like to
talk about, not only for Merchant lines, but perhaps aso
for additiona capacity that's created as to how those
types of financid rights should be handled.

With that, | don't know if there's a clear
preference as to which way we gtart. | think maybe well
dart differently thistime. Why don't | introduce Wayman
Smith from Williams Energy Marketing. 'l let you sart
off, and then if we could sort of continue down the panel.
If you need to introduce yoursdf.

MR. SMITH: Thank you. Good afternoon. Herel
thought | sat on the right end of the table, and | found

out | was on the wronag end of thetable. It'sapleasure
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to be here this afternoon. Obvioudy, | believe that the
proper condruct of atransmisson rights market is
critical.

| think one doesn't have to look very far to
find, you know, article after article detalling the fact
that new transmission congtruction has not kept pace with
generation additions. Uncertainty over cost recovery,
lack of incentives has salled transmisson construction.
ATC hasdried up in many parts of the country. It's
difficult to get accessto the grid. Thereis
transmission congestion, and the problem's going to get
better beforeit's going to get worse.

My view isthat in the long term, the ultimate
solution is to provide proper price Sgnasto alow new
transmission and generation to be congtructed to diminate
congestion issues, but in the meantime, we have to find an
effective way to alow the market to ded with congestion
and to hedge congestion risk.

| was encouraged by the Staff concept paper. |
think a market based upon LMP with forward transmisson
rightsisthe right way to go. | believe that provides
the most basic fundamenta elements that are needed in
order to construct a market that will work properly. One
of the issues that didn't take me very long to get to, but

one of the issues associated with the dlocation of
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rights.

And | sort of liken thisto being dl dressed
up and having nowhereto go. If we get the market design
fixed, we have aworkable market. All the dementsarein
place, and then we dlocate dl of the transmisson rights
to the exigting holders, and guess what, there's nothing
|eft to be auctioned or availablein the market. That's
one of my biggest concerns.

So | am obvioudy an advocate for auctioning
dl of the rights with the revenues back to the existing
transmisson sarvice cusomers. | think that will help to
improve liquidity in the market. There are other issues
asociated with liquidity that I'm sure weélll get into,
but that's obvioudy abig one.

Another issue that maybe hasn't gotten alot of
discussion, but it is related to the term for financia
transmissonrights. | would liketo see avariety of
terms offered, not just monthly but aso longer term,
6-month, one-year, three-year, five-year, so that the
marketplace has those ingruments available to be able to
get certainty over alonger time period.

Anocther issue that was kind of touched on this

morning with regard to LMP, the comment was made that LMP

providesthe right sgnasto dlow market participantsto

make decisons regarding investirents, but it doesn't
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necessarily provide the solution, and, you know, there
agan, | think the issue of providing the right incentives
to alow new transmission congtruction to teke place is
key to diminating congestion on alonger term basis.

Thank you.

MR. WALTON: I'm Steve Wdton. I'm currently
working as a consultant for RTO West. Two weeks ago, we
explained to you our concerns of fitting a new system,
these new day ahead and real-time markets, for regions
that used alarge amount of foreign energy.

For that reason, we spent considerable time
early on on aphyscd rights mode because of some of the
features it provided that were hdpful to the systemin
terms of restraining or in condraining -- let me dart
agan, in limiting schedules on condrained paths. We
have shifted now to afinancid rights modd.

We could not make the physicd rights model
work for anumber of reasons, one of which iswhen we
tried to convert dl the existing contracts, we ran into
an enormous number of difficulties. And the second
problem was we began to have rules mandated on top of
other rules asthey were layered up trying to ded with
things like recdls and releases and so on. So weve
shifted to afinancid rights modd, accept dl schedules

approach.
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However, in desgning the finanad right of a
transmisson right, the FTR -- aswe've looked t this,
the FTRs as used in the Northeast that have a stream of
revenues, hedges as they're defined, but they don't meet
the revenue to put some tie between usage in an area
that's going to have alarge amount of sunk commitment.

Asareault, Eric's proposa we have devel oped
is based upon having options, forward options, not
obligations but options, and that those options would
provide a credit againgt the congestion costs the customer
faced up to its full congestion charge, if it's that much.

If the congestion cost is less than the value of the FTOs
or the options, then we encourage the customersto -- or
the customer gets that vaue to reease them into the
secondary market.

Another difficulty we have seen iswe have
looked at the financid rightsthat are just a stream of
revenues. Theresvery little incentive, in fact there's
some disncentives for releasing them to the secondary
market. If you're aparty that's under Sate regulation,
you release them and you make something, it will be swept
up. If you release them and made a mistake, they will
dink you for it. The best bet isto St on them and
capture the revenues and saying that's the best we could

have done.
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The design we are coming up with hopesthen to
have the effect of doing two things. One of themis
because there's atie between usage and the value that it
hasto you is, even though it'safinancid right, isthet
it encourages people to release those rights that they
don't need.

Now, with regard to dlocation, we have --
because Bonneville Power Adminigration is ahuge part of
the formation of RTO West and Bonneville has made a
prerequidite of its participation with its cusomers a
commitment thet it will honor dl of its exiding
contracts, and it has hundreds of them, with public power
entities and with investor-owned companies and with
others.

In order to do that and to release as much as
possible, we came up with amethod that we've caled
"cadoging" where we identify dl the existing rightsin
acataog, and then we pool them so that we can release as
much as possible of other transmisson rightsto others.
We judt thislast week added another feature to try to get
even additional releases added into that process so that
people would release and see the price and release it for
cash and give ther flexibility up in exchange for cash.

So while we think it'simportant to have

financid transmisson riahts, the exact desian that has
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been used in the Northeast, we think, is not gpplicable to
our circumstance.

MS. MANZ: I'm LauraManz with PSE&G. | think
it'simportant for usto start with whether you're using
financd rightsin the form of, perhaps, path rights or
point-to-point rights or physicd rights. Therésonly so
much transfer cgpability in the grid.

And so | think thefirst part isto see,
because we have alimited amount of cgpability, how do we
convert things into rights, and if the god isarobug,
wholesale market, we want to make whatever product we're
creating as flexible as possible and as amenable to
markets. Financid rights are preferable over physica
rights because they enable the system operator to do the
least- cost dispatch, and this dlows customersto be
sarved at the lowest possible cost and till provide
maximum flexibility to market participants.

| think every market should begin with
point-to-point obligation rights that are financid
rights, point-to-point obligation rights. Additiond
forms of rights can be added where they are technicaly
feasble, technically accommodatable, and dso where
market participants desire them.

The important part to remember about thisis

that once vou gart offerina different types of richts,
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given thet there is only so muchtransfer cgpability in

the grid, you may have some liquidity issues in the market
If you're trying to trade different types of rights across
the same transmission system.  So because we're not
cregting any additiond physicd capability, that'sa

factor to keep in mind.

Onthe dlocation of rights, it'simportant
that the rights be dlocated to those who have paid for
the grid, and s0 this can be done on an higtoric basisto
look at the dlocation, and that can be done in two ways.
In PGM we started with dlocation of rights that people
just held. Another way to do it isto dlocate the
auction proceeds.

And 0 in either case, there is an dlocation,
and it just depends upon what's being alocated. But
those who pay for the grid historically should be
dlocated the rights, and then on ago-forward basis can
be as0 dlocated the incrementd rights for any new
capability that's been made available by increasing the
transfer capability.

It'simportant, | think, also that market
participants either receive the benefits or bear the costs
of having chosen therights. So if they've made theright
decison, they should recaive the money, and if they've

made the wrona decison, they should bear the cost. In



addition to that, the RTO itsdlf should never be placed in
the pogition of becoming a market participant in the
rights markets or requiring -- being required to subsidize
anyone who has chosen awrong st of rights.

And then over the longer term, price sgnds
from financid rights, price Sgnds from the grid, we see
it in a couple of ways, through taking the locationd
margind prices over the longer term, the difference
between any two locationd margina pricesis the vaue of
transmission or through the auction clearing prices
themsdves, which would dso give you the vdue of an
upgrade to the transmission grid.

Actudly, those prices give you an indication
of whereit's vauable to upgrade the grid. And then
market participants who want to take advantage of these
market Sgnals can do so and in return get the rights for
having done an upgrade that creasted more capability. And
| think thisis how the Commission can begin to encourage,

then, investment in transmisson where it's needed on the

power system.

MR. COXE: Thank you. My nameis Raymond Coxe,

and I'm senior vice presdent of transmisson marketing
for TransEnergie U.S,, and as someone who has sold alot
of transmisson rights on merchant projects, my company

has aareat interest in how they're structured and how
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they operate within a market.

In generd, our view isthat the direction FERC
istaking and the FERC Staff in the FERC Staff paper is
theright one. | would echo the sentiment that, where
possible, transmission rights should be point-to-point
financid. There may be occasonsfor inter-RTO or
trandfers across an RTO boundary where physicd rights are
more gppropriate. For example, if the RTOs have somewhat
gructurdly different organizations for LMP caculations.

S0 there are some instances where | think the
rights become physicd, but in generd, our view is that
financid rights are -- maximize the capacity that can be
offered to the grid, grid users without impairing in any
sense the ability to finance expandons of the grid.

I would like to touch on one other type of
transmission right that | don't think has been necessarily
very well discussed, and that's inextricably linked to the
issue of ingtaled capacity or whether or not therés a
generating capacity market. To the extent that an ICAP or
ingtaled capacity market exidts, it can't exigt in
isolation. A generator thet is bottled in doesn't
contribute to reliability, and | think there needsto bea
recognition in any market with ICAP of the ddiverability
of the generation within that region.

And | think that dso means that the
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transmission that enables that generation to be ddivered
needs to be recognized for the serviceit's providing
through what I'll cdl a"ddiverability right” thet would
alow generation that may otherwise not be qudified asa
reliability resource to become so quaified.

An example might be in the case of generation
in, for instance, my areaof New England in the Mane
region which may not be deliverable and able to contribute
to reiability within the New England market should
probably not be qudified as ICAP unless and until more
transmission ddiverability has been put into place and,
of course, put into place ether through investments
developed -- or transmission expansons developed through

the RTO planning process or through a merchant investment,

whereupon some of those generators may choose to fund some

or dl of the costs of an upgrade in order to obtain those
ddiverability rights.

This concept, then, dso dlows ICAP to be sold
aross RTOs. If you have aresource that alows for
reliability in one region, say PIM, and you have adequate
transmission path or rights, if you will, to reliably move
that product to another region, either the Midwest or New
York, that dlows tradein ICAP aswdl as energy.

So | think with those constructs, transmission

can be a stand-adone business, end the conductor we're
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putting into ground aready, | think, demongtrates that.
Thank you.

MR. THILLY: My nameisRoy Thilly. I'm from
the Wisconsin Public Power, Inc. syssem. We gpproach
these issues from the perspective of aload-serving
entity. My utility serves 36 cities that have their own
digribution sysems. We have along-term
dl-requirements obligation to serve and those cities have
an obligation to serve thelr cusomersin adae that is
not likely to go to retall competition in the foreseegble
future.

What our customers want is they want to take
reliability for granted. They want prices low, but most
importantly they want prices stable, and that requires a
diverse portfolio of resources, both long and short term,
and clear transmission rights that can be matched to those
resources that provide stable delivered cost.

| would urge the Commission in structuring --
coming up with standardized market structure, which we do
support, to keep it Smple. Lots of complexity may
benefit very large players and traders who can exploit the
differences and arbitrage the differencesin complexity,
but provide very little net gain for customers.

The system design should focus competition like

alaser on the cogts of aeneration, fixed and variable
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costs of generation, and to do that we need a robust
transmisson system. It'simportant to manage congestion,
but it's even more important to get the system built so we
don't have much congestion to manage.

From our perspective, we support financia
transmisson rights, as discussed in the MISO. We need
those rights to be sourced to sink generation to load.
They need to include system purchases that are aggregated
load and not just purchases from a specific generator, and
the dlocation of transmisson rights a day 1 isvery,
very important to existing resources.

Public power systems that have an obligation to
sarve thar customers on along-term basis, aswell as
utilities and states that have not moved to retal
competition need to be sure that they will have the
ability to ddiver the existing resources which have been
built for those customers and paid for by those customers
to them on areliable and economic basis. Otherwise,
they're very unlikdy to participate if they have any
choicea dl. And | think states are likely to take the
very same position.

Those exiging transmission rights have been
procured with blood, sweat and tears. And | can give you
an example. Our first resourceis a cod-fired plant in

northern Minnesota, distant from our load. When we went
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to purchase the interest of that plant in 1989, we were

told the transmission acrass a Minnesota utility would be
$150 aKW ayear. Wewere aso told that the price would
rise each year to reflect the margind cost of each

addition to the system for 30 years.

We thought about that and turned it down and
went to financing, made anotice of antitrust suit, and we
findly got an agreement that the utility would filea
transmission rate here for us and accept what the
Commission decided. Previousto that time, we were told
we had to Sgn away our rights to intervene, and thet if
any -- if the Commisson changed the rate and lowered i,
the transmission would go away because it was voluntary.

So on the day of the financing, we findly got
them to capitulate on that. Therate wasfiled here. It
wasfiled a $44 a kilowait a year, which included a bar
cost that was higher than the cost of the fixed cost of
transmission.

We litigated that. We ended up at $14.77 three
years later. We had to agree to take that service for 30
years or the life of the unit and to pay for it whether
the unit existed or not. If the unit blew up, it doesntt
matter. We're obligated to pay for it for 30 years.

Having fought that battle to secure that

resource, the concept of it beina auctioned, the
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transmission capacity being auctioned to somebody else at
this point is Smply unacceptable. We need to be ableto
deliver our resourcesto our loads.

We aso need to be able to convert our network
savice to financid tranamisson rights, to deliver the
other resources that are now qualified as network
resources. |n terms of new resources, thisisa
sgnificant chalenge, to get new resourcesin placeto
meet load growth, particularly with the changesin the
market and various power plants being canceled.

In order to finance and build new generation,
which we think well have to do, we need to secure
long-term matching transmisson rights so that we can be
securein the delivered cogt. If we can't do that, we
have a congestion system that doesn't dlow that, we're
going to be forced to ded only with the neighboring or
theloca 10U. Wewill not have choice.

Backing up for a second to congtruction, the
large market with RTO, with license plate pricing and hubs
isvery dtractive, but it'sredly attractivein an
academic sensetoday. We don't have any available
transmission capacity into the state from the South or
from the West, and were now finding no available firm
transmission cgpacity within Wisconsin between control

aress. | can't ddiver between -- ogt new firm
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transmission between control areas within the state for
this summer.

So an RTO has to not just manage congestion.
We have an RTO with an obligation to build, to meet load
growth, and to lead congtraints. We need a system with
performance- based rates that incent relieving congraints,
and | think we need to spread the cost of that
congtruction across the system, because al cusomers will
benefit from arobust transmisson sysem. Thank you.

MR. DOYING: Good afternoon. I'm Richard

Doying with the PG& E Nationd Energy Group. We're based

here locadly in Bethesda. Thank you for dlowing usto
come here and address this problem.

| want to address first the issue of the
gppropriate number and type of financid rights that
should be offered, and | want to stress we're talking only
about financid rights. | think there are very rare
ingtances where tranamission rights need to have physica
atributes for transmission between RTOs, maybe some
existing contracts that are grandfathered. But | think
that will be avery rare exception and that from a market
design perspective, were redlly concentrating on the
financid transmission rights used as hedging instruments.

The Staff hasidentified four possibilities for

thoseriohts. They were mentioned just allittle bit

132



133
earlier today. Weve got point-to-point rights, flow gate
rights, and they can be offered as elther options or
obligations.

I'd like to argue that dl four should be
included in the standard market design, and moreover that
RTOs need to be required to have an open architecture to
accommodate changing the number and type of instruments
and the characteristics of those instruments over time to
add, subtract, or modify those hedging instruments to meet
the evolving needs of the market.

| think it's critical to remember that
transmisson rights are financid, or when defined as
financid rights are only hedging indruments. They
redlly have no other meaning in the market other than to
hedge financid risk in the market, and they're intended
to fadilitate trading in an underlying commodity, here the
energy commodity.

Aswe talked about earlier today, it's critical
to set up that commodity market so that it reflectsthe
physicd redities of the system 0 that you don't get any
disconnects between the operations of the transmisson
system and the prices that energy clearsat. We aso need
to have, then, avery good linkage between the pricesin
the energy market and the prices that these hedging

ingruments or financia tranamisson contracts clear .



but beyond that, | think theres very little need to
sandardize or specify over time exactly what those
instruments look like.

| think it would be a mistake to impede the
development of the market going forward by arbitrarily
limiting the type or number of transmisson rights that
are offered. With that said, to avoid implementation
ddays, | think we do need to have some standardization to
get RTOs up and running quickly. Weve dready had too
long adeay in RTO implementation, and our firgt priority
has to be to establish competitive markets across the
country.

And =0 to facilitate that, | think the standard
market design should include those rights we dready know
how to offer today, point-to-point rights, obligations,
and options. | think we do know how to do that today.
Antioch was here last week telling us he was ready to
launch atest auction of both financid point-to-point
obligations and options.

| think there are other software vendors, based
upon my understanding of the discussons between the
Midwest SO and vendors, that say they are prepared to
offer that software today. | think there's no reason not
to implement that immediatdy. It may be that that

requires a phase-in of the exiging 1S0s from the markets
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that they operate today based upon point-to-point
obligations, to offering point-to-point options, and then
adding in flow gates as that becomes technicdly feasible.

But snce we are taking about afinancid
market, | think it'simportant that we acknowledge that
gnceit isthere to foster trade in the commodity, it's
there for the benefit of market participants. We need to
let the market participants and the market decide what
those financid tranamission hedging ingruments look
like.

We can specify something a the outset. Bt |
think it would be amistake to think about this effort as
an effort to build amachine, and that once we have the
pieces put together just right, we can let it go, and it

will continue on ad there won't be any problems. It'san

evolving -- it's more like an organic mechanism that we're

trying to build, and we need to let it evolve over time.
There are some other considerations that will
affect the success for the market for effective
transmission rights that weren't necessarily addressed in
the Staff white paper, but that | think are important to
condder. Firg isthat the hedging instrument should be
fully funded. That's not the casein dl the exiding
ISOs. | think that's a very important requirement going

forward. It not only requires better hedaina tools for

135



market participants, but will enhance liquidity.

Second, the rights must be auctioned insteed of
alocated. | think we need to acknowledge that the
revenue from the auction needs to be dlocated to those
who pay for the transmission, but | think we also need to
recognize tha the energy is going to flow from the
resources today to the ultimate load in the future. And
we don't need to set up a system that tries to mirror the
physicd rights system that we have today and handout
those rights.

If we want to have aliquid competitive market,
were going to need to auction therights, let the market
determine the vaue, and send the revenue back to current
load rather than the actua transmission rights.

Third, we need to work out a mechanism to
grandfather exigting rights. 1 think that's going to be
complicated. | don't think we know the answer yet to what
will work best in that process.

It may be to grandfather exiding rights as
physicd rights with some sort of provison for release so
that we're sure that those are available to the market in
real-time. It may be that we decide that we would like to
turn those into finandid rights immediately.

There are going to be trade-offs there, and

people that have exigting arandfathered contracts are
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going to lose something in the process asthey're
grandfathered. We can't not grandfather them, but there
are going to be trade-offs there, and we're going to have
to work those out as we go forward.

Lastly and, perhaps, most importantly, we need
to ensure that the government structures of the RTOs are
responsve to cusomers. This notion that we can set up a
market and let it evolve only works to the extent thet the
people who are operating the market, the people who are
deciding what instruments to offer to the market are
actudly ligtening to the customers, responding to the
customers need, and dlowing the market to evolve in ways
that help them.

Thank you.

MR. SCHNITZER: I'm Michadl Schnitzer with the
NorthBridge Group, a consulting firm. The usud
disclamers, the views I'm going to express here are at
most my own, and | gppreciate the opportunity to be here.

Generdly spesking, | support the position
outlined by the Staff in the white paper on transmisson
rights, that they be financid rights settled against
actua congestion. | think the generd propostion of
financid rightsisrights settled againgt actud
congestion. Support for that premise, if you will, isnot

independent of evervthing dse.
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As someone observed thismorning -- | think it
was John Meyer -- that thisis an integrated package of
sandard market design dements that were trying to put
together. Sowhen | say I'm for financid rights, |
support financid rights for transmission, that'sin the
context of bid-based security constrained LMP markets on
both a day ahead and real-time basis that are carried
through on anodd bass.

| think financid transmission rights, asthe
Staff paper described, makes sense in that kind of a
context and not so much otherwise. The FTR is obvioudy
an eement to that sandardized design, and an ICAP market
of some sort may have been some ddiverability, some
occasons for tranamission, different kind of property
rightsthere. Those are a least some of the eements of
SND, and financid transmisson rights make sense in that
context.

These financid tranamisson rights are, of
course, very important in that market, because they are
the means by which users can hedge the congestion costs of
their transactions, which is pretty important. And |
think there's been alot of focus on that, but there's
another equaly important benefit that | want to teake a
minute to talk about, and it has to do with expangion.

When we have FTRs in the context of the
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standard market design, we create a new option for deding
with transmission expangon and for pricing transmisson
expansgon, because essentidly we have defined a set of
property rights that we never had before, which are these
FTRs or whatever we're going to cal them. Just aswe
have to decide and determine what the FTRs are for the
exiging systems, the dlocation problem that other

speakers have been talking about, so, too, when we add
something to the grid we have to measure the new FTRs that
have been created.

If we have to do that and we can do that, that
property right becomes associated with the new investment.
That gives us an dternative to the traditiond rolled-in
invesment, rolled-in investment trestment where we make
the investment, rall it in, and raise everybody's
transmission rates allittle bit.

If we do go the rolled-in route, we undercut
some of the benefits of LMP in terms of new generation
location. We undercut the price sgnals that we're
sending, because price differentids can be remedied by
transmisson investment that someone dse will pay for.
That's particularly damaging to distributed generation and
the demand-sde contributions that may exist for those
problems.

| think rolled in is not the best way to qo for
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compstitive generation market. Wedso missan
opportunity to let market participants decide when a
transmisson expanson is economic and when it isnaot.
After dl, atranamisson expandon is a bet againg the
future market prices at a couple of different places on
thegrid. That's hard to know with certainty.

It's the type of decision that we're willing to
let generators make in the first ingtance, and it's not at
dl dear to me why we can't let market participants make
those decisions with respect to transmisson aswell. So
| think the preferred grid expanson palicy isone smilar
to what the Commission does for naturd gas pipeline
expansg on, where we have market participant funded
expangonsin return for the property rights thet are
created. This, in my judgment, should be an additiona
element of the sandard market design, that expansons
which expand the grid should be market participant funded
and not ralled in.

I'd be happy to talk about any of these topics
further. Thank you.

MR. NAUMANN: Thank you. I'm Steve Naumann
from Commonwesglth Edison, one of three of the Exelon
public utilities, and I'm here on behdf of Commonwedth
Edison, COPECO Energy, and Exdlon Generation, which

includes Exdon Power Team.
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A lot of what | wanted to say has been sad,
but it's been said two ways. So let metry to make a
couple of quick points.

| agree absolutely with what Michadl just said.
Extended market design is something you take as awhole.
It's not a matter of going to arestaurant and ordering an
aopetizer from thislist and an entree from thislist and
adessart from thislist and having awine, whether it's
theright wine or not. All these pieces have to work
together to get an effective market.

And s0 Exélon supports the type of market that
was discussed this morning, discussed in the Staff paper,
two- settlement system, security congraint, dispatch with
the day-ahead and the redl-time market. And again, the
transmission rights that we're talking about here work
within that. The market desgn dso has to be standard.

Many of uswent through thisissue in Order
Number 888, should there be regiond differences. | think
we've seen some of the down sides of regiond differences,
but when we come to market design, we redly have to make
this tandard, even to the point -- and I'm sure it's been
mentioned severd times. New York hasan LMP system. PIV
hasan LMP sysem. There areissuesinvolved in
transacting between them. We need to ded with that.

A smdl point, we're throwina alot of terms
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around, and they're not dl terms of art. | think we need
to have these terms used defined. I've seen the term
"flow gate' change its meaning three or four or five times
in the past year and ahdf. 1'm not dumping on flow

gates. It'sjust an example as to what these terms

actudly mean when they're used 0 that we're speaking on
the same page.

Asfa astherights, Exelon supports the
point-to-point financia hedges. We know thisworksin
PIM as obligations. We need a system where you do not
need an FTR in order to be ableto flow. | know today
we're going to talk about options versus obligations, flow
gates, et cetera.

| think the Commission needsto take alook and
say, what do we have working now that we know that works?
Do these other additions which are granted have benefit to
amarket desgn? What isit going to take to get the
software development -- and software development is dways
an iffy issue in terms of both time and money, and will
these work, and what's the risk here in terms of time and
cost and baance that go against the objective of getting
markets up and operating in the RTO quickly.

| think the bottom line is we have asystem
that worksin PIM. Granted, there may need to be afew

modifications. We need to co and aet this done. We
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touched on the digtribution of rights, the initia

digtribution of rights. We support what Roy Thilly said

for many of the same reasons that Roy brought them up. We
would say al exiging firm uses, both point to point and
network, should receive an initia alocation for at least
areasonable trangtion period of time,

It recognizes that these are the customers that
contributed to the support of the transmission system.
They've made long-term obligationsin many casesin terms
of their resources, as Roy described in great detall in
hiscase. I'm sure not everyone has to go through dl the
meachinations Roy has, but weve al made these investments
for the customers.

Theissuein retall accessin states Exelon
operates in can be taken care of within a sysem of
releases, and you do have to dedl with that. No one's
saying givethe -- dlocate therights to the existing
firm users and, you know, hang on to them and you difle
retail competition. Y ou need to ded with it, and there
arerationa waysto ded with it to be ableto doit.

And then initidly, auction anything remaining. No
question about it, they should be auctioned.

Two more comments. On the modd itsdlf, |
think the Commisson needs to undertake a presumption, and

the presumption is that whatever the sandard market
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design isthat's promulgated, any changesthat are
proposed to that modd, whether it'sin the devel opment
phase or afterwards, need to be shown first that they
work, but besides that, that they are better than what you
have, not just thet it's an dternative that's just as

good, because why changeit. Again, this goes back to
what needs to be standard. Changes need to be better
than, and that should be ahigh standard. 1've got some
thoughts about how to do that.

Thelagt issueistiming. I've mentioned
earlier, we redly need to get the markets up and running.
Exdon supports the Commission effort to try to get a
find ruling out by this summer.

Last October, when | spoke on one of these
panels, | went back to abook | read a number of years
ago, the "Soul of the New Machine," about the
mini-computer where | heard the term "get it out the
door.” | dill support get this out the door by this
summer, if you can, and don't let the perfect be the enemy
of the good. We need to get competitive markets up and
running.

Thank you very much.

MR. MARONE: Good afternoon. My nameis Joe
Marone, and I'm here today on behaf of Occidenta

Corporation.
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The success of any standard wholesae market
designishow wdl it supports avibrant retall market.
The vibrant retall market requires arobust transmisson
sysem. Chronic congestion is not a characterigtic of a
robust transmission system, and therefore, it isathreat
to the viability of the retail market. LMP modds and
market Sgnds induce investment to relieve congestion,

but thissgnd isa Catch-22. Any investment undertaken

to capture the congestion premium embedded in the LMP

price by the very process relieved in the congestion
causes the problem to evaporate.

Congestion causes potentia retall market
Issuesin the dlocation of transmission rates. Any
process that alocates tranamission rights to incumbents
runsthe risk of creating abarrier in the retall market.
Transmission rights should be assgned to the load to
facilitate the switching of suppliers.

The play of the eectronic cooperatives |ocated

in the southern DelMar peninsula serve as anilludtration.

They are both transmission and generation dependent, just

like aretal cusomer. One, for example, is

gpproximately 400 megawaitts of load and dlocation of 100

megawatts of FTRs. They've been exposed to as many as

4000 hours of congestion pricing per year, but their

retail customer rates are frozen. LMP pricing and FTRs
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provided neither a solution nor sufficient protection from
the harmful financid impact of chronic congestion.

The preferred standard market design should
define congestion as ardliaility threet to the hedth of
the retail market, and as such, its remedies should be
afforded dl the same considerations given to physicad
reliability issues. Fair demand response programs should
be implemented and used as a potentia lower cost
dternative to generation redigpatch. We not only need

way's to manage congestion, but waysto fix it.

MS. FERNANDEZ: Thank you. A number of you

mentioned alocation versus auction, and I'd <o like to
touch on the last point Mr. Marone made. One, for alot
of the load, you said you would prefer alocation versus
auction. Ms. Manz said another option is you might do
auctions of the rights, but then you would dlocate the
revenues to the load.

| guess I'd like to understand why you think
you need to alocate the hedging rights as opposed to an
dlocation of the auction revenues, why you think one
would offer much better protection. And | think another
issueis sort of from -- | aso heard from a number of the
people who, | think, don't currently have rights, but
would like to get them, a concern that dlocating to just

exising incumbents may discourage the release of those
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rights, that in the methodol ogy that's used, how do you
Set up a system that encourages the holders of those
rights to release them to people who do vaue them the
mogt.

MS. MANZ: | canjumpin. | think it's very
important under any scenario that there hasto be an
alocation mechanism back to those who paid for the
tranamisson grid. So there are a couple of questions
that go aong with that, then. Thefird is-- and we
have an alocation mechanism currently within PIM.

S0 let me paint where we are and why we went
there. We didn't know how an auction mechanism would
work. Being first out of the gate with LMP, we wanted to
try something that we thought might work.

So we went to an alocation mechanism. Then we
went to retail choice. So the dlocation mechanism itsalf
works with retail choice, and it's based on the amount of
firm network service that any load- serving entity buys,
and it'sredlocated dl thetime. So you can do the
dlocation in aretal choice world.

What you don't have when you do it that way is
any ideawhat the rights themsalves are worth. And so
what we know in one sense is because no one has stepped up
to the plate with an offer price to someone who holds a

right that's hioh erouah for them to want to sl the
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right, because these things can dready bilaterdly trade.
And s0 you'd have to somehow assume that those who are
offering pricesto buy therights aren't offering ahigh
enough price for someone to be interested, but because
thisisn't done through a centra auction mechaniam,

what's lacking is the price trangparency.

And s0 you have, firg of dl, no way of
knowing what the value is, because it's done in aprivate
st of transactions, and theré's nowhere to post the value
should you even find somebody who achieved the value
through offering a purchase price.

Have | covered dl your questions? The
exiging incumbents, that's kind of an interesting
question, because you go from sort of the old-style,
absent retail choice to the new style. We haveto
remember it's the retall cusomers actudly paying for the
sysem. And so whoever isther load- serving entity,
whoever isther transmisson customer is at that point
theincumbent. So it changes alittle bit.

MR. MARONE: | think there needs to be an easy
system for thet right to transfer. Y ou can't have
somebody comein and try to pick up retail load and have
this barrier of having to go to another entity to get the
transmisson. That'swhy | say the right ought to tag

with the load 50 if vou aet the load vou automaticaly aet
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theright, soit's not a barrier to entry.

MS. MANZ: | think therés aredly important
point in what you say in the amplicity, and that hasto
go to the price of nodd pricing. Once you have nodd
pricing you actudly in theory have rightstha go to
every sngle node on the system, but then you can
recombine them. Y ou can actudly have point-to-point
rights that go from atrading hub to a trading hub, or you
can have paint-to-point rights that go to what | would
cal asettlement hub.

So the way we use these is that the right
itself goesto, in our case, dl 200 nodes are defined as
asngle point. So you do only have to choose from your
Source, your generation source, to the single point which
isthe ddlivery zone. It'sthat collgpsability, if you
will, that allows these points to be traded pretty easily.
| agree with your point on amplification.

MR. NAUMANN: Inherent in what many of usare
saying is we agree with Joe, that the rights belong to the
load or itsload-serving entity. As| said, there needs
to come within the system the requirement to release and
probably to reconfigure those rights periodicaly to
account for retail access.

So that the load again historicdly had paid

for the trangmisson sysem is now ableto oet the
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congestion hedges that they had before the incumbent's
utility and to go with the new supplier o retail access
isnot difled. | think that isabasc piece.

Now, the other question is, why would you want
the rights themselves rather than the revenue? And |
think one of the reasonsis you can get into, with the
interaction between the federa and the state
jurisdictions, you could get into a pogtion, for example,
as atransmisson owner who is aload-serving entity, that
you're required to take those revenues, credit it againgt
your network service, reduce your transmission revenue,
and have no income for your transmisson hedging that
you're required to have. So you would be worse off, in
fact, even though you have to do the hedging.

| think you have to undergtand that in many
dtates, you have dejure rate freezes. So the congestion
costs would be on the load-serving entities for the
duration of the rate freezes. | sugpect in most other
states you have de facto rate freezes, but that's a
different matter. So there are legitimate reasons why you
would want these rights, again at least for some
reasonable trangition period.

I'd dso to explain why | say trangtion
period. Roy has explained very doquently his need to

hold the ddlivered cogt. If you look at the Stuation we
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have today under the pro formatest, one of the things
that when anew network resource or anew network load
comesin, the Commission has sad that you are not
required to increase congestion costs to accept a new
network load or network resource. Y ou have to build to do
S0, because the existing network loads would suffer apro
rata share of increased congestion costs, and that
wouldn't befair.

| think that's what were saying here, that in
atrangtion from one regime to another, the people who
paid for the system and who have made investments, both in
the transmission through their rates and in generation,
need to be able to go through atrangtion to rationdize
those costs and avoid the cost- shifting, at least for some
reasonable period of time.

MR. MEAD: Can| ask sort of afollow-up
question? I'm having alittle difficulty understanding
why ultimatdly, in terms of who ultimately ends up with
the tranamisson rights, it makes any difference whether
theresdirect alocation or an auction, especidly if you
presume that in an auction the current holders of the
transmission rights would be dlowed to bid for them as
well.

And if that's o, is there any reason to

suspect that the amount that the current holder of a
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transmisson right would be willing to bid lessin the
auction than the price that, you think, a nonincumbent
would need to offer that entity in order to have that
entity give Yo tharr rightsin the first place?

MR. SCHNITZER: | think that question is right
on intrying to darify whether therés a difference here.
If the alocation of auction revenuesis going to be the
same as the alocation of what otherwise would have been
an dlocation of rights, in other words, if Roy knows that
he's going to in the one world get rights to move power
from the cod plant in Minnesotainto Wisconsin or in the
other case he was going to get the auction revenues from
the sdle of that rights, and if he knew that in advance,
if that was true and he knew that in advance and he could
bid in the auction up to an infinite amount to make sure
that hewon, if you will, then | think theresless
difference.

But the concerns about auction versus
alocation are not as precise as we need to be about are
the auction revenue alocators and the auction revenue
alocation rules the same kind of rules that we would
actudly useto dlocate therights. Do the people know
in advance what they're going to be dlocated, and are
they dlowed to bid without acap? If wewak al the way

throuah those points and we aet them resolved, there may
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be less difference here.

That being said, the nonincumbents may be no
more happy with the results, which is the second question
about liquidity and about the incumbent. If it turns out
these rights vest in the load- serving entities and the
load-serving entities for reasons they think they're very
vauable or for reasons having to do with retail rate
design, if they're going to put avery high price on those
implicitly in the case of holding on to them or explicitly
in the case of bidding unlimited in an auction, the
nonincumbent market participants will be no happier with
the results.

We can go down that branch, but it's not a
panacea to where people, nonincumbents are able to get
rights a a price they think is affordable. Auction
versus dlocation doesn't get to that.

MR. THILLY:: [ think what was just said was
correct. It issafer from our perspective to have the
financid transmission right than the auction when we have
no experience with the auction. We don't know how the
auctions are going to work or how, you know, precisely.
So | think that moving to the auction is probably a stage
2.

MR. WALTON: I'd like to second that. Interms

that the auction rights -- the auction revenues and the
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rights, theoretically they al come out of the same price,
everybody's happy. The difficulty iswhen you gart these
new systems, there's no track record. There's no history

of congestion cogts. They'redl buried in the systems.

No one knows what they are. We've tried to estimate them.

We don't know what they are.

Having had some experience in another postion
where we tried to bid in the New Y ork auction and we only
had sx months of experience and we were trying to price
two years out, there was agood ded of swagging going on
in order to figure out what those prices are. It was
redly difficult. It's, | think, asking an awful lot and
is cold comfort to say well the auction numbers are the
same. No one knows if the auction revenues and cost of
congestion even look like each other when you're just
getting sarted. It'svery difficult. | don't think -- |
know that our customers are not willing to do that.

Now, having sad that, there is a need, having
dlocated those rights, to have an incentive for them to
release them as much as possible, and the design that
welve come up with, which isto poal dl the grandfathered
rights, in effect they become financid initidly, but
they're pooled so that most of the releases can be
maximized and dso to give them pogtive incentives.

That is, the only way they can aet the vdue
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thet right isto, in fact, release it to get the full

vaue and by triggering the formation of the secondary
market, then we hope to achieve the liquidity we want in
theserights. So the problem on agtart-up isthat no one
knows going forward what that auction and the actuds,
because no one has a track record.

MR. DOYING: If | could jump in here, | think
Mike's clarification was very good that, we need to think
about this as an entire system where you do have an
auction. The revenue from the auction is dlocated to the
people who are serving loads today. And let'sjust for a
moment assume that we could make that happen and that you
could write standard market design rules and Roy could be
comfortable from the outset that he'd be taken care of .

If we make dl those heroic assumptions --
maybe they're not so heroic -- then | think we can look at
the best practices and the RTOs that have prior experience
inthisarea. Weve gone through the dlocation route in
PIM, as was mentioned, and the representative of PIM told
us last week if he had to do it over again he would
auction them.

In the case of New Y ork, they didn't auction
immediatdy, and | think there are concerns whether the
prices you got initidly in the auction are the result of

sort of areasoned, rational economic system. New Y ork
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addressed that problem by auctioning them in very short
time periods. So you have amonthly auction. The next
month you have another monthly auction, and as people gain
experience in the market, you can keep extending that time
period until you get out to longer and longer term rights.

I'm not sure the fact that we don't know today
what prices that market might clear a should make us shy
away from moving quickly to that market. | think it's
important to remember the context here isthat were
trying to establish competitive markets as contemplated in
Order 888 and Order 2000. And to do that, | think we need
to move pretty quickly to mechanismsthat are likdly to
fogter those kinds of competitive outcomes we were looking
for.

We were looking for an efficient dlocation
based on market prices, based on sgnasthat were
trangparent, liquid markets. We definitdy will not get
thereif we do an dlocation of rights. We're much more
likely to get there if we do an dlocation of the revenues
to therights. And going to Mike's point that it'snot a
panaceg, it's not a panacea if someone choosesto bid an
infinite amount to ensure they get the rights they need.
That's okay. Those are removed from the market.

But | think the experience in New Y ork isthat

peoplein genera don't do that. Some people will bid
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very high to ensure they get the rights they want. Other
people will look at the Stuation. They'll evduate.
They'll try and figure out wheat the right price to bid for
therightsis, and the auction worked reasonably well.

MR. SMITH: | would just second Richard's
comments, and | think, you know, to the issue of not
knowing ahead of time what the congestion costs are, |
think even in amarket like PIV, even on a short-term
market, sometimes if you look at the auction clearing
prices versus the actua congestion, you're not aways
close, even when you have that.

S0 you have to start somewhere, and | think an
initid auction isthe only way we're going to get there.
At least a that point everybody's going to be forced to
look at their cards and decideif they're willing to
accept the auction revenues at that point or whether
they're going to bid higher. If we never get to that

point, were never going to gain that experience.

MR. WALTON: On the other hand, you've got a

Stuation where you've got contracts you've Signed. Some

of them are long-term contracts with parties who are not
going to be apart of the RTO. They are public utilities
and others who have signed contracts, like Roy's
customers, they fed they've fought long and hard to get

theseriahts. Theyv're not about to surrender them. They
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do not want to have those taken away from them. We can't
compe them to turn over ther contracts.

Bonneville, in particular, is committed to go
forward with offering those contracts. And the only way
to get that done and ill meet the product -- or the
intention of the market, to put the red-time and the day
ahead and all the other features in place has been to
provide for a system which honored those contracts.

Now, weve done that in effect, but by an
dlocation or a cataoging of therights. You have to do
that in order to honor al those contracts. The contracts
between the utilities, the Commission has jurisdiction
over, but between bone fill and its customers, | don't
believe they do.

MR. MEAD: Can| jus follow up on this? What
I've heard avariety of people say isthat -- wel, let me
just back up. Suppose one of our objectivesisto have an
dlocation of tranamisson rights that puts those rights
in the hands of the folks that want it the most.

Of course, there are other objectives like
fairness and proper dlocation of revenues and dl that
sort of thing, but in terms of the objective of alocating
transmission rights to those that vaue them the most, we
have two systems on the table. Oneisthe direct

dlocation, in which case if there's somebody ese out
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there who thinks that they value those rights more, they
will offer aprice, and the issue is do they offer aprice
high enough to lure the incumbent holder to give them up.
And then ther€'s the auction where both sets of parties
are submitting bids.

And what I've heard suggested is that the
incumbent trangmission rights holders might bid lessin an
auction than the price that they would be willing to
pay -- to recave to give them up voluntarily in adirect
dlocation sort of system. If that's so, how do we
decide -- which systemis going to better result in an
dlocation of rightsto those who ultimately vaue them
the mogst?

MR. SCHNITZER: | don't persondly believe that
would be so. Others can speak for themsalves, but the
proponents of auction are not motivated, | think, by the
belief that people will bid lessin an auction than in
taking abilatera transaction.

| think there may be transaction costs and
information differences, but | think also people are just
looking for some vighility, some price vishility that
that particular FTR cleared at, you know, $3 million last
month, and was that a good thing or a bad thing for you to
have hdd ontoit. But | don't believeit'sabdlief

that someone's aoina to bid a different price at an
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auction than they would have accepted on a bilaterd
beds, a leadt initidly.

MR. NAUMANN: [ think this comes down to one of
the points Michadl made earlier that is very important,
and that isin an auction, how are you going to dlocate
the revenues from those auctions? If you're going to take
al the revenues from the auctions and pool them and
somehow digtribute them back to the load- serving entities,
then you don't necessarily get a one-for-one of the vaue
for that right.

For example, knowing alittle bit about the
Midwest system, the rights across the Minnesota-Wisconsin
interface are extremely important to those |oad-serving
entities. 1f they don't get the direct dlocation of
those rights, then they're worse off. If you get adirect
dlocation of those rights, as Michad said, Snce you're
going to get the money that you bid, nothing redly has
changed.

Thefact isif you go to aninitid alocation
based on exigting -- again, | ill think for atrangtion
period, but if you do go to aninitid alocation and then
somebody comes to you and says you know what, I'm willing
to pay you X for thisright, you now as a holder can make
adecison. Isitworth -- what do | now think the

conaestion's going to be versus what I'm beina offered.
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And you can do that in the secondary market,
because again, one of the premises we've talked about is
do you not need aright to flow. So now it's a matter of
ajudgment.

| agree with Steve Wdton. Y ou may not have a
benchmark, but, you know, for an active interface, people
are going to offer money for thoserightsiif they think
it's vauable, and people will make judgments. By the
way, some of those people will end up better off, and some
of them will end up worse off because they sold their FTRs
and congestion turned out to be worse, and that's what the
free market's about, making those decisons.

MR. SCHNITZER: One other point, because Steve
has mentioned this a couple times now, fird in his
opening and then afew minutes ago. Of the two methods on
the table to encourage liquidity, one being the auction
and the second being this use-it-or-lose-it
characterization that he described, which | appreciateit
Isit after the fact the value of your FTR turns out to be
bigger than your congestion hill, your congestion hill is
zero, but doesn't go negative.

As between those two choices, | think the
auction is sounder than the use-it-or-lose-it. If you're
bound and determined to go one way or the other, | would

sav qo toward the auction rather than the

161



use-it-or-lose-it. | think the use-it-or-lose-it
characteristics which make these rights ook alittle more
like physica where you have to forecast what your actud
congestion is going to be, figure out what your rights are
and whether you're going to be surplus or not is a set of
caculations that one of the benefits of a pure financia
rightsisthat they're totdly divorced from the dispatch
and dl therest. You don't have to do that math.

So my own view isthat that would be the last
choice of policy tools, to encourage trading or liquidity
would be the use-it-or-lose-it type of characteridtic.

MR. THILLY:: | think the point about the
alocation of the revenues, | think to be clear onis
where therés alot of nervousnesson our side. Themap 1
interface may have 700 megawatts of firm transmisson
rights. | have 107-megawatt commitment across that
interface, which | had to go agreeto pay for for 30
years, come hdll or high water.

Am | going to get my load ratio share of that
dlocation, or am | going to get 107 share megawatt? It
makes abig difference. | know of no retall cussomer who
has had to make that kind of commitment.

MS. MANZ: | think you have to solve the
dlocation problem in any event. | don't think you get to

duck under that one. And s0 if vou work on the issues
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such as Roy has st up to say how is my dlocation going

to work, that's the first problem you have to solve in any

event. And then you have a question of speed and

vighility, because | think ultimately you're going to get

to the same market point. And if I hold my rightsand |

can trade them bilaerdly, ultimatdy over time | may get

to the same point where | clear them through an auction.
But what you trade off in that case, if you

don't have away to facilitate the trading is you're going

to be trading hilaterdly until you come up with away

that you can get the speed through an auction mechaniam.

MR. MEAD: Interms of transparency and
vighility, it would seem to me that the auction method
has more trangoarency and vishility than the bilaterd --
or thedirect dlocation. If | recdl correctly, in your
opening statement, you were favoring direct dlocation
rather than auctioning.

MS. MANZ: | favor direct alocation of the
rights for those who have invested in the grid. That

alocation happens whether you trade them bilaterdly or

whether you cleared them through an auction. So that was

my point, was that whoever has paid for the transmisson
grid needs an dlocation, ether of the auction rights or
of the dlocation of the tranamisson rights themsalves.

Sorry if | confused vou with that.
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MR. SMITH: One other point on that, Dave, |
think you do make an important point, from my view,
whether or not an incumbent may be willing to pay lessin
an auction than they would transacting bilaterdly, you
know, who knows whether that's the case or not. But at
leest if you auction therightsinitidly, everyone's
going to have to make a conscious decison whether or not
they want to pay the price or take a lesser amount.

| mean, it forces everyone's hand. You haveto
make adecison. You're not trying to go bilaterdly,
find theright party, and dl you hear is no interest.
That'stoo easy. But if you are required to auction the
rights, you have to make the conscious decision, and there
Ismore price transparency and vighility in the market.

If were going to get liquidity in these markets, | think
that's the best way to start.

MR. WALTON: However, if you have an auction
right off the red, you're asking customersto expose
themselves to substantia price risk they haven't had in
the past. In the case of someone who controls their
rights, they know they have control over their
transmission codts, they have the ability to schedule and
move dectricity asthey havein the past.

If you go forward and suddenly compe them now

to aive that up and take this alocation of revenues and
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say that will be okay, everything works out fine, thet is

not acceptable. We have had two years of debate over this
issue, and it's the easiest way to break up an RTO West
meseting isto bring thisissue up again. It'sa

guaranteed killer.

So what weretdling you isthat at the point
of initidly or a the outset here, in order to honor
these contracts, they have got to be allocated. That's
just theway -- that's the redity of where these folks
areat. And it would be better, it ssems to me, rather
than compd them to take thisrisk to create the system
where they have the opportunity to take the risk for the
reward rather than being compelled to give up what | think
they've won by hard, long bargain and argument over many,
many yearsto give up those rights a the outset.

COMMISSIONER MASSEY: Areyou and Laurain
agreement?

MR. WALTON: No, she's saying the auction
revenues are adequate, and I'm saying the auction revenues
don't cut it, | think.

MS. MANZ: I'm saying that in an auction -- and
| think we've taked about this dready, and Mike, please
jump in, because | think thiswas your point, was that
someone who holds an alocated right, because that's how

vou oet them in the first place, should have the choice to
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put in abid price beow which they don't wish to sl it.

MR. SCHNITZER: If you're going to go with an
auction, it should have three characterigtics, an upfront
alocation of the auction revenues that would mirror the
rights that people otherwise would have gotten. That's
number 1. Laurasad that afew minutes ago. You can't
duck the dlocation price. It's sort of point-to-point
specific. You're going to get 100 of these, 107 of these,
| guessin your case, Roy, 107 of those across Minnesota.
Number 2, you haveto tell them in advance.

MR. ONEILL: Roy, isyour right an option
right? It's not an obligation right? It doesn't turn on
you, So to speak.

And | assume Steve, the rights you're talking
about are option rights?

MR. WALTON: Right.

MR. ONEILL: | think Lauraand Mike are
talking about obligation rights.

MS. MANZ: Dick, I'm not sure there's a
difference, except for what they might clear for.

MR. ONEILL: My point isthat we -- that
actudly is going to segue into my question. | know how
to cdculate auction rights for alinear DC. When you
change that to an AC, it becomes a much harder problem.

And asfar as| can tdl, the literature hasn't solved
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that problem and theré's a bunch of software guys running
around trying to caculated dgorithms.

| can dso take flow gate rights, and if | know
enough about the system, | can probably construct an
auction right that looks something like | would reasonably
want to hedge a transaction.

| heard people say that auction rights are
easy, | think | heard people say that option rights are
easy and option rights are hard. |s there something that
I'm missing here? | think that option rights are hard.
Maybe approximate option rights may not be terribly
difficult, but trying to perfect option rights may be

difficult.

MR. NAUMANN: At least what | was saying was we

don't have them yet in aworking system, and | think
there's -- you'reright. There are software devel opers
who have said they're working onit. And many of us here
have dedlt with software development and know that it can
take time, it can take money, and you may or may not get
what you want. 1'm sure these people get you what you
want. The question is when.

So what kind of time risk is the Commission
willing to take here on getting the initid market
operating? | don't think, at least for Exelon, we're not

savina never go to options, it's unworkable. What we're
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saying is take the system that we know will work, get it

out, get it implemented so we can start the markets, and
then make the improvements incrementaly. We would
recommend through a committee of the RTOs 0 that before
it came up anywhere -- and again, using the sandard that

| said, but it's a matter of timing.

We could st here and be back two years from
now and have the same discussion and probably would be
better to be back here two years from now having a
different discusson on some other issue. We don't know
if they will work. Andy isoptimigtic. Itsamoving
target. | think we want to get away from moving targets
that lock them down from the beginning.

MR. SCHNITZER: Even assuming they work, which
isafact not in evidence, but assuming they can be made
to work, theré's ahigher hurdle than that. Therésa
potentia conflict between options and this grandfathering
and dlocation problem weve been taking about, that if
you could have just as many options as obligations, then
thiswould be easy.

The people who thought about it say no, you're
going to have fewer options than obligations. If it turns
out that giving everybody enough grandfathered rights to
keep them comfortable and keep them in the vote is hard

dready as oblioations, it isn't doina to be any easer as
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options.

MR. ONEILL: By theway, | think weretaking
about grandfathering option rights.

MR. WALTON: What weve issued for the last
20-some years of my career have been options. We have
never issued obligations.

MR. SCHNITZER: InthelTC, when you're
granting an option, it's on top of abase flow, whichis
treated as an obligation. So when you look at the
totality, not just the ITC on the margin transaction, but
the base flows and everything e se, theré's awhole lot of
obligations in there and it could turn out thet there
isn't asingle transaction which sets an opposite Sign
with respect to the same flow gate, but | doubt it. That
just means you're going to have fewer options and
obligations.

MR. ONEILL: We understand that. | think it's
taken as agiven that there are less option rights than
there are obligation rights. That's easy. People want,
you know, option rights. As amatter of fact, dmogt dl
of our other tariffs here are option right tariffs.

MR. SCHNITZER: | gppreciatethat. Thetwo
places where you've actualy done this, New York and
PIM -- | will let Laura spesk to this, but my

understandinag is those dlocation conversations were not
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easy, quick as obligations. They were very difficult and
very contentious. And | think they would have been even
more difficult if they had to take place as option
conversations. Those are the only two places where you've
had to go through the full dlocation of the rights.

MR. ONEILL: It may not bethat thisisaday
1typeissue. The question is, you know, where should we
takeit. Isitaday 2issue? How important isit? If
it takes alot of software development, you know, isit
worth the effort? There are certainly -- | assume Roy and
Steve would like to sort of keep the option rights on the
table.

MS. MANZ: Dick, | want to jumpin just for a
moment here. When we solved the problem, the problem of
LMP, the firgt issue we had to ded with was price
certainty, and we designed these rights as obligations
because the request was | want price certainty from my
load to my generation. And so that's what you get with an
obligation.

And we were a0 trying to ded with the issue
of will there be enough of these to trade. So we made
them obligations because there are more to be traded.
That'swhy we fed that that's an appropriate sarting
point, and then above and beyond that, if you want to

create more products, let's see how it aoes to the dearee
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they're desirable, market participants want them.

Again, were trading off one product for the
other within the trandfer capability of the system. And
then you start trading options with obligations and how do
you get these things to convert to each other so that
they're tradable across the products, as well as across
thegrid.

Youreright, it becomes a pretty hard problem,
but | wanted to be very clear that the issue we dedlt
with, firgt of al, was price certainty from my load to my
generation that, I've paid for the grid, I've paid for
this ddiverability, and that's what we did with
obligations.

MR. THILLY: Dick, youreright, | would rather
have an option than an obligation, but the obligation is
what's most important ultimatdly, isthe ddivered price
totheload. It s;emsto me very clear that at least as
to new resources, that if you do options, you're going to
further congrain the systlem, and that is definitely not
in our interest.

But again, we come back to the red question of
how do we get fadilities built o that this argument is
not haf asimportant asit istoday.

MR. WALTON: Theonly other issue hereisthat

we seem to be savina oh, wdl, isit for the purposes of



standardization, you know. | know you don't want
obligations, but were going to give them to you anyway,
and we're saying we wanted to be responsive to customers
that are asking for options and say they can't have them.
That doesn't make any senseto me.

Therés alarge amount of trade, energy trade,
even between hydro operators, on a day-to-day basis, and
these options are the way that they think about the world.
It'swhat they want. It'swhat they want to be used, and
it's useful to them and productive. So thus, they want to
doit.

Number 2, as| recdl the FTR manua from PIM,
when you're dlocated a set of FTRs, if there's some you
think are going to turn negative on you, you can decline
them. Yeah, you can turn them away. So this same sort of
mentdity is evident in other places. We want the options
because that's the way we think we can optimize and
operate this system.

MR. ONEILL: | think the only issue hereis

whether -- how difficult it is to implement them and how

fast you can get them implemented. Everybody wants option

rights, and yes, they may actudly not be as many, but if
people are willing to pay for them and if you can offer
them both smultaneoudy, | mean, it's not that you can do

one or the other. People can make theair choices, then it
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would seem that more choices rather than less make more
sense.

MS. MANZ: Dick, one other thing occursto me
as I'm gtting here and were having this options versus
obligations discussion is that we may need to look one
more leve into the debate and say are we redly taking
about the option or the obligation to take the right
veraus the right itself being an obligation or an option.

So I'm not sureif I'm adding any clarity to the debate,
but I'm hearing Steve say alittle bit maybe we just want
the option to take them if they go the wrong way.

MR. WALTON: No, we want them defined as
options. We want the option to define them as options and
not the obligation to issue only obligations.

MR. MEAD: Can| follow up on this question for
asecond? | understand and appreciate Dick's point that
it's more difficult to determine how many option rights
aefeasble but let'simagine sometime in the future,
hopefully in the near future the software people and the
other experts can tell us what that number is.

Isthere any reason why we wouldn't want to
require the RTO to offer both, both options and
obligations and let people bid for both, and whoever is
willing to pay more for the particular rights would get

them, and if that turned out to be options, that's arest,
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and it turns out to be obligations, that's great? Is
there something wrong with that paradigm?

MR. WALTON: | don't think there's anything
wrong with being able to offer both, and even in an option
world that we've been taking about, there are particular
vaues in someone taking the reverse position. But in
order to take areverse postion, they need to do that.
They need to be able to enter into an obligation to do
that. So having both available isfine, but it doesn't
prescribe the -- prescribe the situations that you must
dart with obligations and welll let you think about
options later.

MR. SCHNITZER: | don't have any problem with
that either. | think the question is do you require that
on day 1 or do you start what you can do, which isthe
point-to-point obligations and add the others, if and
when. If you had to wait 24 months to where the experts
could tdl you that and it was debugged and dl the rest,
my own view would be it's not worth waiting.

Smilarly, if someonetold you it was $80
million per RTO or $300 million per RTO in computationd
suff, you might reech a different decison. But if it
didn't cost any money, didn't take any time, sure.

MR. MARONE: Asaload entity, | would liketo

have the option of either, oneto set my price so | have
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price certainty, the other one to hedge congestion as an
option. The concern that | have isliquidity and
confidence in the market, because congestion's prone to
maintenance scheduling outages, which meansit can be
manipulated, and since it can be manipulated, whether it
Isor isn't isaconcern.

So | think you need to somehow tie -- if you're
going to do an options market, you need to somehow tie
mai ntenance outages into what its potential impact ison
the options market.

MR. SMITH: | too would be supportive of having
both options and obligations. There again, | would echo
Michad's comments that, you know, the placeto sart is
with obligations, and if options can be added at the same
time, great. If we need to wait some period of time, then
fine.

| think going back to Steve'sissue, | think
that the bigger problem isif we start dlocating rights
initidly and they're dl defined as options, | think
we're going to have problems.

MS. FERNANDEZ: It looks like we're right about

3:00, which seemsto be agood time for a 10-minute bresk,

if we can get back at 3:10.

(Recess)

MS. FERNANDEZ: Why don't we start and aet into
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adightly different topic, and that's expanson costs,

both in terms of merchant transmission linesaswell as
other expansons. And | guess sort of the basic question
Is-- that I'd like to ask the pand is, in terms of

designing the standard market design, how should the
market design be set up to sort of provide the appropriate
incentives for congtruction when you do have the areas of
load pockets, areas where there is continua congestion?

MR. COXE: MaybeI'll eagerly jump right in
having been glent on this morning's discusson, which was
sort of fascinating from my standpoint to observeit, but
not because it was discussion about how rights and
capabilitiesin the exigting tranamisson grid should be
dlocated. But of course, the busy focus onis delivering
new transmisson capacity in response to the market's
sgnds and incentives that we've talked about.

So we very much appreciate the chance to start
looking at the future and how can the market be designed
to expand the grid. | think many of the dementsthat are
necessary to finance transmission expanson on a market
bassarein placein -- particularly in the Northeast
U.S, interms of atransmisson rightsthat | briefly
touched on this morning.

And weve got a one- page template of what we

would suooest available in the back and available here.



We can and we have built transmisson projectsin a
variety of circumstances based on financid or physicd
rights. I'm hereto say financid rights are adequte, if
they're properly structured.

| think there are afew issues on financia
rights we haven't touched on. Oneisthat | think, for
example, the right holder should have the option to settle
out their financid transmisson right, either a the
day-ahead market price or the red-time price so that you
can use the financial transmisson right to hedge
real-time prices as well as day-ahead prices.

| think there are certain kinds of projects
that weve dl heard about. My company's developed DC
projects thet typicaly have features that raise
interesting new questions. | don't want to make too much
about them, because | don't want to say that somehow they
need some sort of specid or differentid trestment.

Having said that, | think there are certain
characteristics of those kinds of projects thet make them
more flexible within the market.

It's much easier to offer an option across a
financid tranamisson right across a DC facility than
across an AC network. | think as the market desgn moves
forward, it would be in the market's interest for the RTOs

to recoanize some of the flexibility that projects such as
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the DC project or other controllable devices, other
high-technology transmission can bring to the table and
can perhaps offer more of what the market needs through
technology solutions rather than an endless redlocated
discussion about how to dicethe pie. It offersaway to
actudly bring some other desserts to the table as well.

In generd, | think the financid trangmisson
rights are an essentid dement to financing a
transmisson line, because they're an essentid dement to
dtract acustomer. At the end of the day, it'sthe
customers who signed up for it who finance a merchant
transmisson line. | would come back to the earlier point
| made that | believe there needs to be an associated ICAP
ddiverahility right tied to transmission expansons as
well S0 that the entity that funds the transmission
actudly has multiple products they can offer to the
market. Frg, the financid tranamisson rightsin the
context of, say, entirely within one RTO or a physca
transmisson right if it's between RTOs, and secondly,
some sort of ddiverability right so that the differentia
vaue of ingdled capacity can be recognized aswell as
energy prices.

And with that, that's enough to dicit
efficient market investments, we beieve. When projects

make sense, they will move forward. Thereis, of course,
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the tenson between how much gets built and the endless
joking between local generation developers, merchant
transmissions developers like TransEnergie US, DSM, and
remote generation, but that's the beauty of the dynamic
marketplace isthat it worksitsdf out in many instances.
The best projects move forward. The worst projects elther
don't or are delayed, and new ideas continualy cometo
the table.

So | think with that kind of framework, new
transmission is financegble on amerchant basis. There
may be occasions of market failure where there are
elements where transmission is needed for other reasons.
Market power mitigation or their particular economies of
scde that amply can't -- that are Smply too big to
ignore, but | would put forward the notion that that would
be the firgt line of defense againgt congestion isto let
the markets work.

MR. MARONE: In areas of load pockets, | don't
understand redlly how that system works, because when you
build a transmisson line to relieve congestion, it
doesn't generate any new revenuein the system. The
amount of load and the amount of generation dispatch stay
the same. The dispatch pattern changes. The total amount
of revenue stays the same, and in fact, if you're

efficent in buildina the line and you relieve the
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congestion, the total amount of revenue goes down.

S0 unless you somehow contract forward for that
premium price, which is bascdly locking congestion in
the future, | redly don't see how transmission projects
that fix load pockets pay for themselves.

MR. COXE: Infact, | will answer the question
directly, which isyou're exactly correct. The entities
that arethe logicd customers are the customersin the
load pocket. They have aneed for additiond transmisson
capacity, and at some point they have to make the choice
do | continue facing exposure to congestion costs or do |
enter into a contract to once and for dl, or for
certainly along period of time, rlieve or diminate my
congestion risk.

At some point they do. Our customers have done
that, and that commitment on their part to financidly
underwrite the facility becomes the basis for moving
forward. Youll dways havetherisk, of course, the load
in the pocket may want to just wait and see if somebody
else solves the problem for them. We don't jump out and
build -- to solve the problem without the commitment
behind it, but it can be -- but once -- | guessthe fear
of congestion can mativate the financia commitment.

MR. MARONE: So it seemsto me the cost of the

conoestion relief is getting socidized one way or the
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other. It'sjust over how big an area. It'sether a
voluntary pocket of peoplein the load pocket --

MR. SCHNITZER: The people that would benefit,
that's not socidization. | agree with what Roy just
sad. Therésamatching of costs and benefitsin that
modd. That the people who benefit from this new
transmission line and on whose behdf the decison has
been made that the transmission line as opposed to paying
agenerator support payment to get a new generator to
locate locdly or something like that is the most economic
decison. They get the benefits, and they pay the costs
as opposed to spreading it over some very large RTO and
having some centrd planner make tha decison. They're
very different in character.

MR. THILLY: Funding new tranamission through
property rights to market participants sounds smple, but
| don't think it's quite -- | think it's very complex.
It's very time-consuming to build transmisson and very
difficult. Weve seen projects take eight or 10 years.
The market's going to change many times during that
period, and how you get the commitments way up front with
respect to the transmission cagpacity that are going to
hold for that period of time. Therésaso, | think, a
sgnificant free rider problem of people hanging back who

are ooing to benefit throuah the additional capacity
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because it in't the specific amount that's needed by the
guy who wantsto fund it.

Findly, | think theré's a concern that it
would increase the market power problem that those of us
in constrained pockets face, because we are in constrained
aress, a least in part, because people haven't wanted to
build transmisson, because that week transmission
protects their generation, and | think we're going to see
the use of these property rightsin avery Smilar way.

S0 to me, it's much better to get that system
built. All customers benefit by arobust competitive
market. The amplest way to do it isto build the system,
have the load pay for it, and everybody benefit through
the competitive market. That puts the focus of
competition on generation where it ought to be, not on
trading transmission rights or getting value out of the --
the highest value out of the tranamisson right, which
doesn't in and of itsdlf provide any vadueto the
customer.

MR. COXE: Maybel can just put some
higoricd -- well, not so historica perspective on this.
I'll just put forward two points. The Commission gpproved
the proposal for the transmission charges that we had
offered for the cross-cable in October 1989 and by October

2002, three vears later, will bein service, and weve
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done that in what | think is probably one of the toughest
permitting areasin the world. So | think entrepreneurs
who are motivated get projects permitted, and were not --
we would never even remotdy entertain the notion of
telling a customer that it would take eight years to solve
their problem, because we know they're not going to Sit
dill for that.

The second point is, | will take suggestions
from anyone in the room who has a transmisson problem
they want solved, because that's the busness were in.
WEell doit, and welll do it on abasisthat's agreegble
to them.

MR. NAUMANN: I'd liketo give ared-life
example of how not having a system, as we're describing,
of having the FTRs funded by those who benefit, what you
end up having. Weve had alarge amount of generation
located in our sarviceterritory in lllinois, by this
summer well have about 8000 megawatts, since 1999.

Some of that is being used or wants to be used
to serve Wisconan, and it's taken, | gather, listening to
Roy, the last firm tranamisson service available to
Wisconsn. However, the generators, in spite of the fact
we sad go north -- that's not what Horace Gredey said,
but we said go north, went south, and we said south is not

the place to be, because in order to aet to the load or to



get to the places you want to s, it's going to require
transmission upgrades, and that's going to cost money.
And they said that's fine, welll go south. You just build
itand rall itin.
And that's the problem. You lose-- you lose
that price dgnd, so that in this case, the amount of
transmission upgrades weve been required to do in
[llinois to support these generators, many of whom are
exporting, will fall on those connected in Illinois, not
at al those who benefit.
Now, clearly, everyone has to take some burden
for the rdiability, but had we had a sysem in place
where the generator could have come and received the FTRs
for -- inthiscase, it was not anew line. Thereare
things you can do to get more capacity, but they're not
necessarily chegp. But had they said we're going to fund
it, well get the FDRs, and that way we can ddliver that
power, | think that would have been a much more preferable
solution than dumping the cost on the resdents, the
customers, in our service territory after were out of a
rate freeze. So right now, as amatter of fact, it'sfree
transmisson. Thiswould get this done in the right way.
MR. MARONE: But that's the opposite Stuation.
You'e talking about a generation pocket where people had

the option to choose, and if their option put them at a
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disadvantage, | don't have that much sympathy for them,
but aload entity who did not foresee retail access coming
inthree years, | think, has been put at a disadvantage.
Some investments were made for a 20-year time span five
years ago, and then the rules changed, and now you'rein a
load pocket.

MS. MANZ: | think this was why the property
rights discussion we had earlier is redly important,
because if those folksthat are in the load pocket want to
do an upgrade -- and | don't necessarily in our area see
lots and lots of new transmission lines, but | do seea
red possbility for enhancing wesk componentsin the
system to get a benefit in a pretty short time frame. The
important part is the loads that are in that pocket now
have access to anew portfalio, if you will, or a broader
portfolio, and that's going to be of vaue to them.
Somehow you may see agenerator that wants to accessthis
load or thisload that wants to access more generation.
Either you will have-- and | look at transmission asa
market participant in the planning or longer term horizon,
that you now have optionsin the load pocket to, first of
al, get some good demand side going, and the hopeis once
you have a market you can do that.

In PIM, we see where the prices are high, which

is aeneraly where the load pockets are new cereration is
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citing. So that would aso solve your problem. Or you
can get some new transmission into thearea. Andindl
three of those scenarios, you're accessing alarger
portfolio to serve that load. | think under al caseswe
want to make sure that we don't socidize these things,
because when we gtart to socidize were undercutting the
price issues were trying to put in place.

MR. MARONE: A lot of load pockets are
metropolitan areas. Metropolitan areas are not good
candidates for generation. They're uneconomicad. They're
difficult to build. There's pollution problems, high land
costs, taxes.

MS. MANZ: | agree with you.

MR. MARONE: Generation asasolution hasalot
of economic disadvantages. The other issue --

MS. MANZ: If you don't price that load pocket
high, then you're right, the generators will go where land
is cheap, where labor is cheap, where dl these things are
redly easy for them to fund, but then they'll be redly
far away from the load, and then it looks like you need a
transmisson upgrade. So the lack of pricing makes it
look like you have alack of transmisson.

MR. MARONE: But if you have economic barriers
to building the generation in aload pocket and then you

sand that with a premium LMP and then somebody builds,
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the premium disappears, and he's left with the high costs
and no premium.

MS. MANZ: And the cost to serve the load has
gone down in that case.

MR. SCHNITZER: | think the implicit assumption
thereis the congestion magicaly goesaway. Thee are
not step functions. They don't need to be step functions.
They can be continuous. If the load pocket is big enough,
they can support new entry and dill have a price high
enough for that entrant to get their money out of.

So | just don't see that, you know, particular
argument. | think to Roy's point, | think if we knew that
building transmission to reduce or diminate congestion
was chegp relative to new generation cogts, I'd say have
a it, that'sfine, let'sjust socidize al those cogts
and let the competition and generation begin. But
empiricdly on the margin | don't think that's atrue
Statement, or at least it's not a true statement
everywhere, that there are circumstances where the
difference in transmission costs that a generator can
Impose on the system can be on the order of severd
hundred dollars a KW for that generator. Thisagaing an
installed cost for the generator of $500.

Soif youve got transmission differentids of

a couple hundred dollar a KW on a $500 per KW investment,
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that doesn't Srike me as being de minimus and we ought to
ignore it and socidizeit. It soundsto melikeit could

have a materia effect on where the generator locates and
should have a materid effect on where the generator
locates. 1t seems to me there's some danger in saying dl
the action isin the wholesale market, asif location

doesn't matter, because | think location does matter.

MR. MARONE: The other issue with demand
responsg, | think, when you're talking about large
metropolitan areas, they're not good candidates for demand
response. Firg of dl, nobody has time-of- use meters,
and secondly, alot of them are resistant to demand
response programs. They don't havealot of --

MS. MANZ: | work in alarge metropolitan area,
and thefirgt issue is do you have a market structure that
can support demand response. That's the first thing you
have to get in place. Then the next part is do you have
some conductivity between the prices the customers see and
what the market prices are doing. That may be
disconnected, it may not. And so then you get to the
Issue of can you measure what the customer's usage
patterns are in relation to the market prices. And you
need al of those components in place before you can have
ademand response program that works.

MR. SCHNITZER: | think the predicate there
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that you don't get new generation in metropolitan aress, |
think, isnot true. I'm not the expert in New Y ork State,
but | believe even in Manhattan, there are pending
projects within the New Y ork load pockets that are being
permitted and being constructed. | believe your company
is building generation insde aload pocket in Louisana,
for ingtance. So | bieve tha thereis empiricd

evidence that generators do show up insde of these load
pockets. It may not be the cheapest place of anywhere
they can locate, but the question is transmission cost
adjusted, isit il the cheapest place to locate.

MR. MARONE: | agree that people do build
generation in load pockets, and the area -- that load
pocket happensto be an industria area. Soit'svery
convenient todoit. A lot of these opportunities have
exiged in Dlaware snce 1999, and it il sufferswith
50 percent congestion. 50 percent of thetimeit'sa
congested market.

MS. MANZ: That doesn't mean that thereisn't
expansion and new Sting and demand response efforts going
on, and alot of timeswhat we seeis that the market
responds after the prices are in place, that if you look
a, let'ssay, New England, for example, you sill have
the problem that no generation is going to southwestern

Connecticut. | think until we oet the price Sands out
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there, you may not see anything going. People tend to be
reactive in responding to --

MR. MARONE: Part of theissuein Delaware,
too, is the transmission owner that needs to do the
upgrade is not the transmission owner exposed to the
pricing problems. So Connecticut needs to upgrade its
ling, but it's the co-ops in the south that suffer.

MR. WALTON: And that's one of the advantages,
| see, of usmoving towards RTOs. | can't speak for that
areq, but certainly in our areg, that moving toward an RTO
means it's that much easier for dternate partiesto come
in and build something if they can.

| would aso point out that metropolitan areas
are ds0 exceadingly difficult places to put tranamisson.

If anything, it may be more difficult to put transmisson
through metropolitan areathan it isto put generation in
ametropolitan area, especidly overhead kind of stuff,
and underground is very expensve.

Thereisaso, however, another issue here, and
that | want to bring up with regard to this expanson
issue, and that is the question of whether everything gets
expanded under the congestion modd. s that the only
modd for dl expanson? In generd, especidly in our
areafor long distance, everyone acknowledges that's

probably the best way to do it, the forward sae of
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capacity is an appropriate way to manage that issue.
However, there has been a concern that for local adequacy
for transmisson -- what's been cdled local transmisson
adequacy, that there had to be a backstop, that there had
to be some way to ensure that as the load grew in an areg,
even though it's dways on the downhill sde of a
transmission -- from the connection of the main
transmission grid, that thet transmission be kept up and
be kept adequate, for instance, to serve both retail and
wholesde load.

And s0 in the process of doing the planning, we
built in a backstop for an adequacy requirement and a
backstop provison so that if theré's market falure, that
there's some way for transmission to get built. Now, the
anxiety of having done that, the tendon thereisthat if

you do that, then there's the fear that you've undercut

the congestion management system, which you want to put in

place. We, in fact, have generators responding to price
sgnasright now. Steve Naumann's example was exactly
like the reason we have a whole bunch of generation at
Hermiston, because two pipelines cross there.

Now, it's on the wrong side of the congestion,
but theré's no pendty right now in the -- for the
electric 9de. So they add up al the numbers and say

that'swhere I'll put it. Therestwo pipdinesthere. |
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can make them compete. When we put this congestion
management sructure in place, now they're going to get
another signa that says oops, that may be the wrong
place. Traditiondly -- most of the network I'm familiar
with, most of the projects | helped to build in my earlier
dayswere dl driven essentidly by forward sae of the
capacity. What was redly happening was | wanted to build
ageneraor in Wyoming or in southern Utah, and | wanted
to ddiver that load somewhere ese, but the system was
congested. It wasn't -- we didn't think of it that way.
We sad it didn't have enough capacity. If we had this
system in place, it would have been congested.

In this case, the builder made adecision to
pay for the transmisson to make the ddivery, and that
went into their caculus of being able to have aload
energy price. So the danger of this adequacy and backstop
isthat you don't want to undercut that. At the same
time, there's a concern that if you don't put in some sort
of abackstop, that you could get into Stuations, perhaps
as Delaware, where there's a chronic problem, that there's
just too many people spread out and you've got a market
fallure issue and no way to addressit. That's how we've
tried to balance the tenson in that issue.

MS. MANZ: | want to be very clear that we

don't confuse hiah pricesin a conoested areawith
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adequacy. Adeqguacy iswhen you're out of generation to
redispatch, and then that's a problem. But up until the
time that you have something to redispatch, that you can
dlow the prices to go higher, it'sredly not an adequacy
problem as much asit'saprice issue.

And so what we look at is do you have, in fact,
ardiability problem, and that's when you may have some
sort of backstop mechanism to come in and build more
transmission infrastructure.

MR. WALTON: And | agreewiththat. What | am
rasng isthere are parties to these collaborative
discussons we've had for some time who are concerned that
theré's a possibility of amarket falure, that the
benefit is oread so widely -- | mean, there's dways the
freeriders. You dways have afew freeriders, but if
the benefits are spread so widdy, then isthere away to
collect them up and get the investment made if it'sonly
the market sgnd happening.

MR. SMITH: | think another issue, too, in
terms of mitigating the price sgnds, it's my bdief that
aslong as you have sufficient price Sgnds, it's going
to encourage innovation and cregtivity to solve some of
these problems where maybe it is difficult to Ste
generation or to build new transmission, but if we meet

those price Sanals, were certainly not going to get any



innovative or cregtive solutions. | think aslong as

those price Sgnds are there and there's an economic
benefit, somebody's going to figure out how to capture
that benefit, which is going to decrease congestion costs
for everybody.

MR. MARONE: But the pricing doesn't go forward
unless you contract for it on a going-forward basis and
what good does that do the retail customer? Y ou've put in
asolution, and who did it help?

MR. KELLY: Let mejump inwith aquestion
here.

MR. SMITH: The one with the contract.

MR. KELLY: The system you're talking about
seems to work well when you can identify the beneficiary
and the beneficiary getsthe FTRs and paysfor it. But |
can think of so many examples where the beneficiary would
ather be hard to identify, impossible to identify, or a
best controversial. We're building additiond
transmission here, relieves congestion on a system 500
miles away, because there were loop flows that were
relieved by building the new sysem. They're generdly
increasing the reliability benefits of the sysem where
the danger of one line going down isrelieved because now
there's another line to take the overflow.

Building atransmisson line between, say. two
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aesstha arefarly wdl integrated may smply increase
the option and ability of people in one areato buy power
from another areg, increasing the sze of the market or
maybe increase -- take an area that was out of bounds for
reserves because there was too little transmission to make
that areain bounds for reserves. | can easly seethat
there could be many debates over who are the
beneficiaries, how they're dlocated, that could make it
difficult to amply say wdl, well dlocate FTRsto the
beneficiaries, and the beneficiaries will pay.

MR. SCHNITZER: It'sagood question, Kevin,
because we're obvioudy thinking about this alittle bit
differently. | think the process you're describing is
somebody decidesthisis agood investment, makes the
investment, and then goes looking around for the right
people to charge for it, and that would be a problem of
the character that you described. | think the process
that I'm talking about, | think that Ray is talking about,

Is that somebody or bodies come up with an idea, says|
can do the following project and it will have the
following consequences: it will create the following FTRs,
it will creste this ICAP ddiverability, it will integrate

this resource into operating, whatever it will do, here
arethe set of property rights associated with it.

Who would like to contractudly san up for a



stream of payments in return for those property rights,

and then welll go out and make the investments, so that
the dlocation is done, in effect, by people betting their
own money. Centra planning doesn't decide it's the right
decison to make and we go look for people to adlocate to.
We put a project out there with a set of associated
property rights and we ask for people to comein and sign
up for it. If they do, they pay for it.

MR. KELLY: Would it befair to say thet the
system that you're espousing might, if anything, underhill
transmission, and the one | was aticulaing -- I'mnot
espousing -- if anything is underbuilt transmisson, and
between those two which would be the better? Just to tell
you the follow-on question, isit possble to have the two
together? Isit possible to have a sysem where those who
want to get transmission built, and they're willing to pay
for it, can do so, and in addition, if theré's agenerd
grid need, there is an entity, perhapsthe RTO or a
committee of the RTO, that pursues that dso and spreads
the cogt, or does that amply dilute the incentive of
those who would pay for it themsdvesto try to
politicaly get their preferred project into the first
category.

MR. SCHNITZER: That's another good couple of

auestions. Underbuild versus overbuild is alittle bit of
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in the eye of the beholder. The type of investments we're
talking about, expanson-oriented, are inherently risky
projects. They compete with generation. That's what they
are. So whether it's underbuilt, well, a a 30-year time
horizon, 10 percent discount rate, somebody might decide
yeah, you're underbuilding but that's not the time horizon
for generation investments. We would assume that those
would be the ones that would pass the hurdle that market
participants would sign up. They would not, | don't

think, have 30-year time horizons and 10 percent discount
rates. | don't view that as underbuilding mysdf.

MR. KELLY: Maybe| should have phrased the
question, if one system builds less transmisson than the
other who builds more.

MR. SCHNITZER: | think it's possible that
would be the result. Asto the mixing of the two, | think
In some sense you have to have some kind of backstop, as
it's been described. The question is how narrowly do you
circumscribe the backstop. Therésalot of waysto avall
yoursdf of the backstop. Then you do have the problem to
which you dluded to, the low-hanging fruit that's going
to be very profitable to do one way goes that way and al
the projects that gee, thiswould help me but only if 80
percent of it were paid for by somebody e se goes into the

second bucket. That's not aparticularly efficient set of
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outcomes either.

My own view iswe need avery narrowly
circumscribed backstop that is very hard to get to. The
presumption ought to be in the first ingtance, that if
market participants are unwilling to fund it themselves,
show me avery good reason why that isn't the right
answer.

MR. COXE: | might suggest of the two systems,
while you're correct one may build more or less, | would
clam that one system does build smarter transmisson, and
that's the system where people are betting their own
money, in effect. | think while maybe nobody in this room
has met a stranded transmission line, they're out there,
and they'll exigt in the future.

And I'd also come back to a point another
spesker made earlier, that if an RTO undertakes amission
to eiminate congestion at dl costs, without regard to
what socid purposeit's truly preserving, you continue to
send -- have generators locate in the wrong places, and
you'll continue to have demand side just not participate
because it's not seeing the socia costs associated with
decisonsto put a new office complex in aload pocket,
and thereisared socid cost of that. Should it be
socidized? Should we subsidize that? Maybe, but let's

not do it without makina that decison.
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| do think regulated investments driven by an
RTO planning process and merchant investments can coexi,
but | would agree with Mike thet -- and I'd even be
perhaps a bit more generous than Mike. It can be narrowly
circumscribed or not, but what they need to beisclear so
that market participants know that if they don't step up
to this, it won't get built, or they do know if they don't
step up for it, it will get built and nobody will try to
build that project on a merchant basis. What | don't want
asthe developer isalot of merchant tranamission
projects to discover an RTO that is now on amission to
build projects that effectively compete with mine on the
bads of assumptions and futures that may or may not
materidize and in effect the planner isn't putting their
own money a risk.

| think aslong asthe planning processis
well-defined so that | can understand -- | and merchant
generation and load developers can make their decisons
based on afairly clear vison of what the RTO will and
won't do, then | think it'sfine. But an RTO that's
shifting gears, that blows one way one day and another way
on another will just discourage everyone.

MR. THILLY: If | could sy, firgt of dl, |
don't think well have an RTO that's going to build

transmisson at al costs to avoid conaestion. I'm not
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worried about overbuilding transmisson. | think it's
veary, very difficult to build. I'm very much in favor of
getting to an adequate and robust system that will support
generation competition. We need aregiond planning
process. We need a public regiona planning process for
tranamisson. We can't ignore state Siting, which is

going to look a need and is going to look at whether
generation is a better solution. People who try to stop
transmission lines dways argue that the generation would
be the less expengve solution, and Sate regulators are
going to look at that. | think it's naive to think we're
going to get bidded out, a couple investors are going to
come dong and be able to build the transmisson line.

That just amply is not going to work in the
real world of the states. An RTO open planning process
that identifies the best solution and has that muster
behind it is much more likely to get fadilities built that
we need built to relieve congestion.

MR. WALTON: Thisredly takesusback to a
discusson we had at a panel three months ago with Laura
gtting right here next to me then aswell. Therés
another class of issues there, too. | think the preferred
modd isthe one Michadl Schnitzer describes. That's the
preferred way we would liketo do that. To the extent it

doesn't work -- it'strue wed like to prescribe the
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exception as much as possible, but there's another class

of problems. Theresaclass of problems where because of
regiond planning you decide that the low- hanging fruit
ought not to be taken care of.

In other words, someone should not be able to
take and use a corridor -- less vauable corridor for a
lower voltage facility because that produces as much
capacity asthey want for now and you force them to go to
ahigher voltage fadility. | givethat asan example.

There are other examples. And in those cases, then you
have to say well, the greater socid good isto force the
voltage -- or isto get the congtruction of the high
voltage.

Y et, you have agroup of people who are willing
to put up asubstantia part of thisin order to get the
project to go. So then you need to decide well, how can
we get the rest of that money, should it be distributed
across the whole network.  So what you need inside the
RTO, inits planning process, in addition to being able to
do dl these things, you need a decisonmaking process
that can take these on one at atime -- theré'sno way to
handle these problems genericaly. They are pecific to
the example, to the corridor, to the timing, to the year,
to the fadilities-- and get that done.

Now, havinag said dl that, | think the reason



that the -- that | believe that the expand to diminate
congestion model will redly work is not the intermittent
congestion and those sorts of things. It will be that
remote generation wants to compete with local generation
and is, therefore, willing to pay for tranamission. It's
redly the remote generation competing with local
generation, not transmission competing with generation.

MR. ONEILL: Steve, was that the Candyland
example?

MR. WALTON: That was the example | used
before. You're very astute.

MR. ONEILL: | wasligening.

MR. MARONE: | would like to vote for more
robuster. I've got 5 percent of my bill that's torquing
75 percent of my bill. So my preference would be to err
on the sde of more robuster. And | think RTOs can be
just as prudent as private investors. | don't think that
RTOs éttract people that are not as cregtive. | think if
the proper incentives are put in place in the RTO, they
can be just as cregtive and inventive as anybody dse.

MS. FERNANDEZ: | waswondering if this might
not be agood time to sort of switch topics. | think we
have afew minutes left before we get into -- I'd like to
have an opportunity for the audience to ask questions.

One thina that | noticed we didn't talk about -- we had a
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farly lengthy discusson on options and obligations -- is
that we didn't get into flow gates and trading hubs.

And | guess maybe sort of agenera question to
the pand, in terms of when werre looking at the hedging
rights, to what extent should there be flow gate rights,
options, or obligations, and aso, to what extent or how,
if you believe it should be done, should trading hubs be
encouraged?

MR. DOYING: | advocated for dl four, so |
will jJump infird. | think the issueisthat we should
offer anything that's feesbly and can congstently be
offered to the market. Again, there's no reason to
arbitrarily limit what's available to market participants
in terms of hedging indruments. | think weve wisdy
decided that we can't divorce the transmission from the
energy market, that they're so tightly linked that the RTO
has to be elther overseeing or very closdly integrated
with someone who is overseeing that market. We just can't
unbundle them.

As a consequence, | think we don't havea
choice but to then dlow the RTO to offer dl of the
products to the market a once in terms of hedging
instruments for transmisson. Those are instruments that
only the RTO can sengbly offer. | just can't imagine why

we would want to limit the ability of market participants
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to hedgerisk. Were not going to lower liquidity.

If you just offer everything that's feasble
and consgtent, the market will decide which ones they
vaue the mogt, which ones they want to trade, and the
market will refine. We can dso arbitrarily limit and the
market will work and sumble along that aswell.

But if what we're looking for isthe most
liquidity we can get, the most competitive, the most
effident outcomes, | think we should unfetter the market
and let it go. We don't need to mandate that they should
do the impossible, but we should tdl them to offer
everything that they can asthey can doit.

MR. NAUMANN: | think thisis at least asfar
asflow gatesis amatter of practicability, and again, |
guess | keep coming back to when a standard market design
Isgoing to go into effect for the RTOs. Thishasgot to
work, and it's a best unclear that flow gate -- finencd
flow gate rights, whether they be options or obligations,
that the software is developed, that it's workable within
the system, that you're not going to overwhem the
point-to-point FTRs to the point that you're not going to
have aufficient -- that one criticd flow gate won't eat
up dl the FTRs. So yes, choiceis good, but are we going
to have the choice in '03, or are we going to have the

choicein '05?
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Again, | come back to it needsto be --
whatever is done needs to be workable, needs to be shown
that it works, and it hasto be better than what you have.
So | would say it'sanice theoreticd problem. Inthe
last year and a hdf, the definition of what aflow gate
right is has changed, you know, three, four, five times.
Let'slock the system down and work on it and make sure
this works before we go commit to saying were going to
have these rights.

On trading hubs, that would be an excdllent
Idea, to be able to have point-to-point rights from one
hub to another. That should be very helpful to the
market, and | think there's some experience that shows
that that will work.

MR. SCHNITZER: It'shard to be againg having
more options, but | think under the condition that they're
feasble and rigoroudy consstent. So | guess the flow
gate concept, you know, if they prove to be feasble as
financid flow gates and if they are designed in away
where they settle againgt actual congestion so that
therés no implicit socidization or anything like thet,
then | don't see any problem with them being made
available a some point as an option.

| agree with what Steve Naumann just said, that

that's unlikely to be aday 1 type of capability. We
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shouldn't hold day 1 until we can do that.

Trading hubs, | would dso echo Steve Naumann's
comments. Just to point out, though, | believe there's
some interaction between some of these things, and I'm not
the expert inthisarea, but as | appreciate the
decomposability of FTRs, which you would want for hub to
hub -- you want to be able to decompose FTRsin
hub-to-hub, hub to load, it is different for options than
for obligations. So you may affect some of your options
and your liquidity in your hub-to-hub FTRs.

MS. FERNANDEZ: Interms of options being
harder to do as obligations?

MR. SCHNITZER: Yes.

MR. COXE: Onre posshility isto consder --
and | will usethe Chrigmas andogy. If you want to
build the Lego cadtle that has the knights and the dragons
and the walls, you go out and buy the Lego st that has
al kinds of blocks that build up to the castle and maybe
alot of them are 6-by-6 or 10-by-10, or you can just buy
lots of 1-by-1 pieces and build the castle, but then you
can aso build other things.

To come back to the point of that, sarting
with point-to-point financid obligations, | think
everything else can be congructed off of that or should

be referenced rdative to that, and | don't think we



should necessarily presume thet the RTO isthe only entity
that's going to be able to congtruct other flow gates or
congtruct trading hubs or arrange for other options.

Any financidly qudified provider can enter
into the business and assemble a portfolio of a
combination of resources, bethey FTRs, generating
options, what have you, and ddiver to the market things
we haven't thought of and the market doesn't know it
wants. So | would, perhaps, urge, suggest amplicity in
what the RTO does to dlow complexity in what the market
does.

MS. MANZ: We usethem, we like them, trading
hubs. We actudly have two different types of hubs. We
have trading hubs that are fixed weighted hubs, and then
we have what | would call settlement hubs, which are low
weighted hubs. They can actudly both be used for
trading. Just as an example of how this works pretty well
isthat you have flexibility.

S0 a couple of weeks ago, we started a new
settlement hub for trading, because were auctioning off
the New Jersey badc generation service, provider of last
resort. And so we've now designed ahub that is New
Jarsey. And s0 | think what's redlly important in
designing these hubs is to make them asflexible as

possble, which vou can aet throuah the recombination of
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the nodd prices, and it works very well.

MR. THILLY: | would second what Steve said.
How gate rights are complex, and they are -- it'sa
congtantly changing system. It's difficult for cusomers
to manage them. A finandid point-to-point right fitsa
lot better for aload-serving entity. Our concernis
not -- if they can be offered, that'sfine. 1t doesn't
seem like aday 1 issue, but were concerned that offering
them may condrain the availability of the point-to-point
rights and make it more difficult to serve load.

MR. ONEILL: Canl ask aquestion? The
Midwest 1SO has essentidly said they want flow gate
rightsin addition to FTR point-to-point rights. Yet, the
two people here from the Midwest |SO are saying gee,
that's not important -- 1'm sorry, close to the Midwest
1SO.

MR. NAUMANN: I'm not sureif the discussons
have adjourned for today or not.

MR. ONEILL: That wasamisteke. Inthe

Midwest.

MR. NAUMANN: If we could have a caveat on this

end of the table. Having attended only one of those
meetings, | would say that's a hope -- that's hope, wing,
and prayer that software developers are going to be able

to do it, and without solvina the availability -- knowina
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the avallability problem in advance that Roy just brought
up, these are nice theoretica discussons for
mathematicians and engineers.

MR. ONEILL: The point isthey're proposing
hereto -- we have aproposd in front of usthat they're
going to do that.

MR. NAUMANN: The details of what's going to be
available, which rights are going to be available, how
many flow gates, which flow gates, dl thoselittle
detals that ultimately make the system work, | don't
believe any of them are redly, redly, redly solved.

MR. WALTON: | point out we put 18- plus months
into flow gates, and we loved them and we admired them,
and we abandoned them.

MR. SMITH: My view isthat option, though, is
good. | would agree with some of the comments we heard
earlier, tha that shouldn't be at the expense of getting
astandard market design up and going. And to me, the
issue, both on the types of hedging insruments aswell as
the trading hubs, isthat we put in place the fundamenta
building blocks that are required in order to facilitate
that.

| think an LMP-type system lends itsdlf very
well to developing trading hubs. Y ou have vocationd

prices that can then be aoareaated to form those hubs. |
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would be an advocate to alow market participants to
determine how those hubs should be defined as opposed to
having the RTO do it.

There are alot of existing over-the-counter
products that are going to be affected by how those hubs
are defined. And so, you know, | would just say let's put
the fundamentd building blocksin place, provide options,
and then let the market determine how to structure those.

MR. DOYING: Can| turn the question around?

Someone who has worked on the Midwest 1SO development

process for a couple years now, let's assume at the end of
the day they wak in and have a pretty fully flushed out
modd. The software developers can actudly do this. |
can offer point-to-point rights, flow gate rights -- well
define them in some way.

Stevesright. You can define them alot of
different ways. Options and obligations, we can auction
them dmultaneoudy. The market will dear, and it will
tell uswhat dl these things are worth.

What will you -- on what basis will you
evauate that package, and how will you decide whether or
not that's something that's in the public interest to
alow an RTO to do?

MR. ONEILL: Options and choice are better

than no options and choices.
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MR. KELLY: One factor might be -- turning your
turnaround question back to the panel, does that create
problems in a neighborhood that doesn't offer both?

MR. DOYING: | don' think it does, and | will
tell you why. Again, we have to diginguish between a
financid market -- whichisan overlay ontop of a
commodity market, and they're soldly to dlow peopleto
hedge financid locationd risk, and that's -- so that's
the energy market we talked about thismorning -- and
these trangmission rights.

Aslong as congestion is cleared on a
congstent basis across that RTO system and aslong as
physica property delivery is priced the same across that
seam, then the only thing that's left for market
participants to do isto figure out how to hedge that
bass risk, and then do that with any combination that the
RTO might offer.

Thisisthecritica point. Let's say you have

one RTO that comes and says we've solved the problem and

we can offer dl four and they're next to an RTO that only
offers point-to-point obligations but they offer the same
product at the border, and if people fed the only way to
hedge that risk is to make sure they've got that specific
type of financid ingrument, it's availablein the

market. The fact that they dso have the choice to buy
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other options or other products to hedge their risk for
other transactions doesn't redlly impact the ability to
transact seamlessly acrossthat RTO.

MS. FERNANDEZ: Can | tekeit from that -- and
| think some of the generd discussons seem to be that
therésalot of concern about delaying things and that
getting something good darted is more important than
getting something perfect Sarted severd yearslater. |
mean, isit something where you -- if you offered
point-to-point obligations -- | mean, that's been tried.
People know that it works -- that that's a requirement,
and that if RTOs wanted to offer other products based on
the desires of market participants, they could. The
products that would be offered, standard products might
also be reexamined after ayear or two of operation to see
if anything should be added. |stha something that would
be workable?

MR. NAUMANN: | think thet is exactly what we
would recommend. The only thing | would want to add to
that is that as you go out and do your software
procurement, whatever that means, for your system and you
say okay, | want to offer, in addition to the standard
products, | want to aso offer, let'sjust say, flow
gates. Now your software may not happen, comesin Six

months late, and the market is 9x months late.



That'swhat my concern is, from someone who

wants to see the market up and running. | mean, | think

theway PIM has done it isthey've got thelr basic market,

and now they're talking or they're close to doing
something with options.
Agan, we need to define the term. In doing

that incrementdly, | think it is very good and choiceis

good, but when you do get into software development, you

aretaking thistime risk, and that, again, would be a
concern for those of uswho want to see the market, you
know, in operation in 2003.

And to be very honest, | think that 2003 isa
redidic timeif were sarting on the time scale that
you're taking about, of afind rule before the summer,
which, | redize, isaggressive. Sothat's-- | guessI'm
agreaing with you, Alice, in generd, with alittle bit of
warning about software development.

MR. MEAD: Switching subjectsalittle bit, in
terms of the nature of financid rights, I've heard at
least two -- at least in one characteristic I've seen two
different proposals. On the one hand, therésthe RTO
Wedt's notion that afinancid right is one that dlows
the holder to hold payment of congestion charges. Then
theres the right that you seein the three eastern 1SOs

currently where the holder of theriaght is entitled to
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congestion revenues whether or not thereis a physica
schedule of transmission associated with it.

| have sort of atwo-part question. Do we need
to -- does our standard market design need to choose
between those two? And if so, which is the better way to
go?

MS. MANZ: Weéreadl goingtorase--

MR. NAUMANN: Absolutely. You getthe FTR
payments whether you schedule or not. | think what you
will find in redlity is that the schedule might not
actualy match one for one your point-to-point rights, and
why should that matter if you're doing thingson a
portfolio bass. So yes, you need to specify it, and the
PIM-type modd isthe one that should be specified.
Hopefully Laurawill agree with you.

MS. MANZ: Yes, | will agree with you. One of
the things were seeing is a generd shift when you go to
amarket where you have complete flexibility. You can
have a baanced schedule if you want it, but therés no
requirement to haveit. Y ou can just buy, you can just
s, whatever you want to do. Then the notion of a
transmission schedule changes to the obligation to pay off
the system.

And so the schedule -- the notion of a schedule

iskind of decoupled from how vou use the sysem. And
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that's the shift we're seeing once we go to these open
markets, that there's an obligation to pay off the grid,
but there's no obligation beyond that.

MR. SMITH: Before Steve rebuts, can | agree
with --

MR. WALTON: I'm going to wait until everybody
e se disagrees with me.

MR. SMITH: | think they should be specified.
| think you should see the congestion rents whether you
schedule or not.

MR. MEAD: For thethree of you who said yes,
we need to standardize this, I'm not clear. Areyou
uggedting that if we dont, that there will be less
trading across RTOs, or is there some other problem that

will be created? If the Midwest 1SO decided that they

wanted to go the RTO West route and PIM stuck with where

they are right now, would there be a seams problem?

MR. NAUMANN: Let's assume for argument sake
that the second half of Exelon, the western half of Exelon
isin the Midwest SO and the eastern half of Exelon
remansin PIM, and now it becomes much more difficult to
do business -- it becomes easer than it is today
obvioudy, but you have this problem of different busness
practices in coordinating our system between the eastern

haf and the western haf because the Midwest now has this
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dfferent rule on how you treat congestion, and there are
loop flows between RTOs and al these other things. So
why create the additiond problem?

MR. SCHNITZER: | don't seethat so much asa
congstency across RTO issue as what's the right answer or
what's agood answer. And again, these things are dl
linked together, but one of the desirable features of the
LMP financid rights market that we've been describing
today and previous daysisthat it's neutral with respect
to bilatera and spot purchases out of the exchange.

As| gppreciatethe "useit or loseit"
characterigtic that's being talked about out there,
unless-- if | choose to buy out of the spot market,
unless somebody's going to go figure thet there was a
congestion part of my hill, you know. Then an option that
| have, whichisto buy spot and use an FTR to hedge my
spot purchases, | can't get. | canonly getitif |
schedule abilaterd, and indeed, | can only get it if |
schedue theright kind of bilaterd.

If any kind of "useit or loseit" provisons
were permissible by FERC of that character, it would
undermine the basic neutrdity that we're trying to build
in the market structure between spot and bilaterd
transactions, and would be objectionable for that reason,

not for a seams reason.



MS. MANZ: | guess| have an additiond
frudration, that even when the markets are seemingly
dike, we dtill have seams. And o | think an important
part isto not only have the building block, the LMP, the
point-to- point obligation rights, the things that weve
talked about today, but to make sure that there's
aufficient datainfrastructure so that you can have sort
of this network regionad market thet | think we're
beginning to see emerging, that it'simportant not only to
have the building block but be able to share datawith
your neighbors so that you can have a market that expands
that origind control area, because we've seen an dmost
identica market designs cregte seams issues anyway.

MR. WALTON: Now that | know everyone doesn't
agree with me, firg of dl, theré's a couple assumptions
people have made in their answers that are not correct,
and one of those hasto do with the fact that if you have
congestion -- it just saysif you have congestion costs,
in other words if you're using the system, that would be
the exchange.

That doesn't necessarily mean it'stied to a
schedule necessaxily. In other words, if | have
congestion costs and | held this set of portfolio rights
but my useis actudly over this, were going to make

those funaible, it doesn't matter, it doesn't matter
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whether they're fungible.
Theissue hereisthis. Some people had said

that the reason there wasn't a particularly strong or a

viable secondary market in PIM was because they dlocated.

Widll, if that were the case, why isn't there aviable
market in New Y ork because they didn't dlocate, they have
an auction. Thereason -- the problem that | see with
these as they stand now isthat if you acquire them,
there's absolutely no -- there's very little reason to
sl them, and there isn't much of a secondary market.

And we weretaking -- our intention with this
feature in fact isto create a secondary market in the
transmission rights so that there is an incentive for
someone to release that right or to resdll it to someone
else, and that's the feature.

It's true that there's the virtue of the
financid right as defined isthat it divorcesuse. It's
adsothevice. It doesn't have any impact ina
sf-scheduled system, largdy sdif-scheduled system as
were going to have in the hydro system, on having any
impact on the way people do business, and we think that
that's a virtue to be had.

Now, | understand what people have agreed.
I've heard the same argumentsfor along time. | Hill --

our purpose or intention was that we have a secondary
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market in these transmisson rights, that people who hold
them have a reason to release them if they're not going to
need them rather than just camp on the cash that's coming
in. | can ssearegulated utility being in a pogtion to
say if | rdeasetheserights if | sl theminthe
secondary market, if | lose money, the Commission will
nal me. If | make money, they'll takeit. What's my
incentive? Don't do it, just St on therights.

If | don't need them or if there's -- somebody
has a higher valued usg, that's okay, | don't want to take
any risk. We wanted to set up a system where there was a
secondary market. Thisis the mechanism we came up with
that we thought would do that.

MS. MANZ: | want to respond to that, because
first of dl, we believe thereis a pretty strong
secondary market for FTRs, but | think there may be
something else going on here, and it's the nature of the
LMP market that automaticaly sdlls A to B, because you
automaticaly collect the money for the FTR that you held,
and if you want, let'ssay, X to'Y ingtead, you can be
willing to buy through congestion, and it automatically
happens. And s0 | think maybe the lack of dl the
activity is maybe a characterigtic of the LMP model
itsdlf. And soI'm not sure-- as| said, | think we do

have a pretty strona secondary market in FTRS.
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MR. WALTON: If you went into the
reconfiguration auction right now and you were to ask for
an east hub to west hub, | think the possibility of
getting that isredly remote.

MS. MANZ: My pointis, | could today or even
an hour before | want to take atransaction from east hub
to west hub, be willing to buy through congestion, and
that'sal | haveto do. It automaticaly happens.

MR. WALTON: Right. But you have no way to
hedge that dedl. Y ou have no way to hedge tomorrow's dedl
that you decided to make between the east hub and the west
hub because there's no one going to sl you an FTR for
tomorrow.

MR. SCHNITZER: At what price, Steve?

MS. MANZ: That'sthe question. They'redl
posted. Y ou can buy one.

MR. SCHNITZER: At $5 million? At $1000?

MR. WALTON: Inthat casewhy isn't therea
daly market in FTRS? | haven't seenit.

MS. MANZ: Wdl, the FTRs | daly.

MR. WALTON: TheFTRsdon't sdl daily.
Trangmisson sisdaly. FTRssdl monthly ina
reconfiguration auction.

MS. MANZ: | can buy FTRsany day. | can

collect money from my FTRs any day.
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MR. WALTON: Fromthe RTO?

MS. MANZ: Yes, | would get them from the RTO.

If I want to buy bilaterdly, | can buy them bilaterdly.
My point isthat | get the equivdent of buying
through-service just by being willing to buy through
congestion, and that if | want the hedge, | cantry to
find one that somebody's willing to sel, but | have to be
ableto --

MR. WALTON: Y ou've made my point.

MS. MANZ: Okay.

MR. NAUMANN: | think having shown -- or
feding the wounds of ayear and ahdf or so of
discussng things like, as a colleague of mine put "use it
or loseit," anew kind of labd, anew kind of pasta.
Therés aproblem. You now have to make some arbitrage
rules as to when thisis going to be rdleased. Y ou then
run into other issues, as some of the indudtrial
colleaguesin our territory have brought up and have said

look, we have on-Ste generation. That's what we normdly

use. We have backup generation that's remote. We want to

be hedged for that.

If you have a"useit or loseit" rule, well,
were running our on-Site generation at trips. Weve lost
our hedge that we've just gone out and bought because we

wanted to ensure our delivered price. 'Y ou've taken that
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away from us. So now were going to make a specid rule
that these things are recalable, and we're adding rule

upon rule upon rule and complexity on thesethings. The
same thing with digtributed generation, which could be in
the same Situation as a cogen, counting on a backup supply
and wanting that FTR to assure the price certainty.

So there are problems with having a"useit or
loseit" rule, and you're just going to, each time, make
rulesto fix an actual or perceived problem, and you're
going to put, | think, matches on matches, and with apure
financid system, there Imply is no need for that.

MR. WALTON: If there were aphyscd right, |
would agree with you. That's why they banned physicad
rights, because you did have adifficult rule here. Here,
theruleisvery ample. It just saysif you don't -- if
you want to go out in the parking lot and burn your money,
go ahead. If you don't rdleaseit, don't useit, that's
fine. You just don't get the value. If you want the
vaue, go sl it in the secondary market. That'swhat it
says. That'sdl it says. Therésno rulethat saysI'm
going to teke it away from you & agiventime. It says
you can use your judgment as to how far to go and so on.
It is not the same.

If we were talking about a physicd rights

modd, | would agree with Steve, that yvou have rules upon
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rules upon rules, and in my initid atement, one of the
reasons | pointed out for having abandoned physicd rights
Is-- that's one of the features, that we had so many
complexities trying to ded with the physicd rights that
we abandoned that, but that does not -- thisis not that.
Thisis dearly agtuaion which saysif you want the
vaue and you don't have a particular -- and you don't
have a schedule or you're not using the system, then
release the right to someone who is using the systlem and
get your vaue from buying it in the secondary market.

MR. DOYING: I'd like to support Steve in terms
of aguing againg a"useit or loskeit" rule. | an
sympathetic to Steve's problem -- I'm sorry. | agree with
Steve Naumann to not have a"useit or loseit" rule. |
agree with Steve Wadton that if you dlocate the
transmission rights you have a problem. 'Y ou know going
into the market you will have no liquidity in the market.
And s0 Steve Wadton said gosh, we know were going to have
this problem, what do we do about it. The answer is not
to dream up an after-the-fact fix. It'sto auction the
dlocaion rights. Then you don't have the problem that
Seveistrying to address with the "useit or loseit"
rule.

MS. FERNANDEZ: | did want to try towork in

some time for questions. Dick has one last question.
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MR. ONEILL: Indl of thisdiscusson this
morning -- | forget exactly. 1I'm loging track of time.
Somebody told me that the congestion revenues are only
about 10 to 15 percent of the revenue requirements of the
transmisson sysem. Some of you, including Mike, so
eoquently explained how having entities subsdize the
transmisson system that aren't using it creates
efficiencies. What happens to the 85 to 90 percent of the
transmission revenues? |sthere away to dlocate them?
If you dlocate them to the load and the load wants to go
out and build disgtributed generation, are there rules for
the other 85 to 90 percent of the transmission revenues
that help us get the right incentives?

MR. SCHNITZER: Areyou taking about a
transmission revenue requirement for the embedded cost?

MR. ONEILL: | assume Steveisnot going to

give that issue up, Steve Naumann, | guess.

MR. NAUMANN: That'smy name. You meanasa

transmisson owner, that 1'd like to receive my revenue
requirement?

MR. ONEILL: Yeah.

MR. NAUMANN: It'd be hard to go homeif | gave

any other answer.
MR. ONEILL: So arethere any rulesfor

efficient dlocation of these -- that the rest of these --
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MR. SCHNITZER: | think therulethat is
implicit in the whole market structure is the independence
of those transactions. It does not depend where your
source and Sink is, so we dont tieit to transactions. |
think once you do that, you've got awhole bunch of do you
have cogt shifting or do you want to leave them where they
areor dl that kind of suff. The rule number oneis
don't make it transaction-dependent. Choose some other
metric.

MR. ONEILL: I think the most wedl -- at
least most of the models sort of somehow or another tell
the load-serving entities that they have to pick up the
resdua.

MS. MANZ: Dick, I'm redly confused about what
you're saying. If were taking about the congestion
revenue, that means that once loads have paid a higher
price, generators are getting paid alower price, and
there's some money left over --

MR. ONEILL: No. | mean you have arevenue
requirement --

MS. MANZ: Which isindependent of any
congestion on the system.

MR. ONEILL: Andthequestion -- and my
understanding is the congestion revenues, for examplein

PJIM., cover about 10 to 15 percent. No?

225



MS. MANZ: The congestion revenues, ina
perfect world, given that you do the smultaneous

feasbility correctly, should cover dl of the congestion.

MR. O'NEILL: And how much do they cover now?

MS. MANZ: 1 think it's 99.9 something.

MR. WALTON: Andy quoted 97.5.

MS. MANZ: That'swhy, Dick, wewent to a
longer time horizon. In the event you have a shortfdl in
onemonth --

MR. ONEILL: No, no, that's not the issue.

Y ou have a revenue requirement; right?

MS. MANZ: Yes.

MR. ONEILL: Y ou adso have congestion
revenues.

MS. MANZ: No.

MR. WALTON: There'stwo streams.

MS. MANZ: My revenue requirement asa
transmisson owner is completely decoupled from anything
PIM is doing with the revenue for the congestion.

MR. ONEILL: | understand that. How do you --
but you net that back, right, to the revenue requirement?
What do you do with the rest? What's the right rule for
the rest?

MS. MANZ: If you overcollect so that somehow

PJIM has collected --
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MR. ONEILL: I'm not talking about the revenue
adequacy. That's not the issue.

MS. MANZ: Then they're not linked at dl.

MR. COXE: The usud economist answer isyou
stick the sunk cost to the nondemand response part of the
sysem which is presumed to be load. So you stick -- you
put that 85 percent of the cost on load, because you
presume they're not going to change their behavior asa
result of having it on there. 1dedly, you'd like to
dtick it even to the particular piece -- maybe to
resdential load because they're even less demand
respongve from an efficiency sandpoint. You can tar me
and feether me out in the parking lot. | will be

digtributing hot dogs for the bonfire.

MR. SMITH: What happens when the revenues come

inisafunction of the retall rate ded. If you get fud
costs and you get a congestion hill and you get congestion
credits--

MR. WALTON: Areyou taking about --

MR. ONEILL: I'm saying, you have auction
revenues that are attributable to the transmisson system,
the physica assets. Y ou dso have arevenue requirement,
and those two aren't even closg, it's my understanding, at
leest in the existing operation, and the question is, what

do vou do with the rest of the money that vou have to
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collect?

MR. WALTON: It seemslikeit's three revenue
streams here. There's the revenue stream that comes from
access fees, which should equd the revenue requirement.
Then there's the stream of -- in the Northeast moded,
okay. Thentherésthe FTRs. Theresthe actua
collection of congestion costs. That's another stream of
revenues that's refunded through FTRs. Then therés the
auction revenues themsalves, the revenues that come from
auctioning off the ability of the system. So there's
redly three streams. The auction revenuesin most of
theseis going back to decrease the fixed cost of the
system, | think. So how isthat alocated back and to
whom isit dlocated? That's agood topic to talk about,
but | don't know the right answer to that, but that is
another stream of revenues.

MS. FERNANDEZ: With that, snce we dl look
somewhat confused, why don't we see if thereé's someonein
the audience that would like to ask some questions, or did
we confuse them so much thet --

MR. SHANKER: Thank you. Roy Shanker. I'm
here representing a number of parties, but | guess the
questionisfor mysdlf, as| want to offer a
clarification, and people can maybe comment if they agree.

When we're takina about the auction revenue riahts or the
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dlocation of rights and the issue of options or

obligations, in the discusson | thought two things were
getting confused. Oneis, we can have an auction revenue
rights modd, that is, it can be for options or

obligations.

Somehow we give out entitlements, something to
the participants, anyway you want, historic use to the
systems, links between generators and loads, whatever you
want, and those could be in the form of options or
obligations, and those create some sort of alocator for
money for the auction. That's one thing.

There is a separate thing going on, which was
what do we do if we -- do we make things too complicated
or whatever when we have options as a part of the basein
terms of the initid auction structure, and what was going
on there, if | heard -- | think thisis particularly Steve
Wadton's comments, is what I'm hearing underneeth this
dructure istheinitid set of rightsthat are
outstanding are not Smultaneoudy feasble. People have
overdlocated the system, particularly, it soundslike,
Bonneville from your discusson last week.

What were hearing are alot of machinations
that go around having to ded with the fact that
somebody's got to bite the bullet and tell people they

don't exactly have what they thouaht they had. That's a
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Separate question that is-- to me, I'm hearing people
driving rates and driving the dlocation Sructurein a
fashion to avoid confronting the fact that in Roy's case
while he may have bought 107 megawetts, when they look at
dl therights dlocated smultaneoudy, they could only
redly guarantee him 100, and if | add up dl the options
that Bonneville dlocated out, | cant doiit &ll.

So everybody's only going to get 70 percent of
ther rightsas abasisfor ther alocation of auction
revenue rights or auction revenues, and those are two
separate problems. We can have an option system that
alocates revenues on an option bass. There's no reason
not to do that, and that's very straightforward.

The firg problem, which is hiding from the
fact that the system's been overalocated, you can't. If
it's overalocated, it's overalocated. Somebody's got to
bite the bullet here and directly confront that. And some
of this"useit or loseit" discusson sounds like we're
circumventing a direct confrontation on the fact that
you've overdlocated the system.

MR. WALTON: Thereisanissuethere. The
iIssueiswhat | talked about, the catalog. In other
words, if you have aset of rights that were issued,
higtoricaly what hgppened is the party issuing the rights

knew that not dl of them happened at the sametime. One



part peaked in the summer; one part peaked in the winter.
There were trades back and forth. If you wereto try to
conform them to a uniform set to one system and add all
those pieces, without taking into account the netting, the
natura diversty that takes place, you would be
overallocated.

However, on an ongoing badg's, because of
diverdty and because of netting, you don't -- that is not
the case. So we said how do we honor the existing
contracts and dill get as much out of the system as
possible. And the way to do that was to bring them dl
together and pool that whole set under this catdog so
that each of theindividuad parties have the flexibility
they origindly had, but we were dill taking advantage of
the divergity, and then out of that pooled st, we could
now release more than we could otherwise.

Soin fact, we tried to confront that head up,
and you could have gone the route of saying okay, were
going to do a standard product and going to pro rata
everyone down, but that was unacceptable to the contract
holders, to the collaborative partners, and also to the
utilities themsaves. So what we've done isto bring them
together and pool them and to do this other feature asa
Separate matter in trying to create additiond liquidity.

Itis-- thedlocation problem isadifficult problem,
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and in fact, we're trying to confront it directly by this
cataloging process.

MR. THILLY: If I could comment, | think you're
exactly right in what you sad, that there probably isan
overdlocation problem which will have to be dedt with.
And my 107 may have to be brought down to 100. My issue
on dlocation isthat it's not done on aload ratio basis
where | get 30, which is sgnificantly different, ance
I've contracted for 30 years for 107.

MR. SMITH: Steve, just to clarify your
comments, when you pool dl those existing agreements and
take into account diversity and other things, what'sthe
difference between that pooling and defining obligations?

MR. WALTON: What do you mean "defining
obligations'?

MR. SMITH: As| understood your initid
alocation process was going to define those rights as
options rather than obligations.

MR. WALTON: That's correct.

MR. SMITH: Okay. I'mtrying to understand,
when you pool these agreements together, how isthat not
congdering obligations associated with those existing
agreements?

MR. WALTON: The party who -- let me give you

an example. If Bonneville had some conflicts in the padt,



in order to dissolve those they had to redigpatch. When
they put the catdog rights in there, they dso haveto
commit to provide the resource or asset or pay it money to
make that whole. In other words, in order to honor their
origind agreement with the customer, they had to do some
redispatch or they had to pay someone else. Then they
continued to have to do that, and that's a part of this
cataoging process.

But the catdog -- are you saying having
catalogued them, will we release more or less as options
or obligations? We've been around that a couple of times
here, but | don't think that's the question you were
asking me.

MR. SMITH: No. If aparticipant hasto take
on an obligation to create a counterflow, then what's the
difference in that and issuing obligations?

MR. WALTON: Okay. They have -- to the extent
that they have in the pagt, the thing is that they're not
obligated in dl hours. In the past their obligations may
have only occurred across the 10 hours of apeak or inan
unusud circumstance when there was extremely cold wegther
or some other circumstances. So they were rather limited
in the past, and they had always taken alook at the total
set and said gee, can | honor this? Wdll, it will cost me

alittle bit in acouple hours, but | will manaoe thet.
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To turn dl those into obligations and obligate
them in dl hoursisaproblem. So weve attempted to use
the catalog as away to say okay, |et's corner the
exigting rights, let's corner this other process so that
we can release and provide as much liquidity aswe can to
the outsde market so that we can get as much out.

So when the RTO takes that entire catalog and
it's making a decision on whether to release the options
or obligations, as you will, then it will have that
consolidated set of materials to work from rather than a
whole st of -- the problem with the grandfathering
necessaily in other formatsisif you smply pull the
capacity off the table, then you creete this phantom
congestion problem, and we didn't want to do that.

MS. FERNANDEZ: Why don't we seeif --

MR. ROTGER: Thank you. Jose Rotger,
R-o-t-g-e-r. We spent about an hour and a haf or two
hours now talking about fairnessissues, dlocation of the
legacy system, and | don't want to minimize the importance
of that. But | want to ask this question that is much
closer to my heart, which is1'd like to ask the pand how
or more precisely do you see transmisson rights as
presently structured as sufficient to encourage new
transmission investment? Isthere a preference between

phvdgcd or financid for new transmisson investment for
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encouraging for financing, for building new transmisson?
Again, putting aside the issue of who gets what
they paid for higtoricaly, because that's a thorny issue,
and the Commisson isin avery difficult postion there,
and it's ultimately going to have to decide these issues
based on afairness and equity judgment. But moving
forward to new investment, if | could ask the pand to
comment on the ability of tranamisson rights to finance

that investment, whether physicd or financid.

MR. SMITH: | guess| can start. We heard from

one of the panelists earlier who isin the business of
building new tranamisson that, in fact, financid rights
are adeguate to provide the incentives necessary to
congtruct new transmisson. One of theissuesthat we
didn't redly discuss and I'm sort of curiousto raise
response to that, but it would seem to me that in the case
of -- especidly in the case of a DC-type project, when
there may be benefits associated with capacity or other
ancillary sarvices, induding regulation and operating
reserves, whether or not apurdy financid property right
actualy secures those benefits to the subscribers or not.
My view isthat there could be ingtances, one in the case
of aDC-type fadlity, where aphysicd rights definition
may be easer to make sure that the beneficiaries do

actualy receive those benefits and beina able to provide

235



some nongtandard products.

MR. COXE: The answer would be yes, you can
market structuresin which physicd rights for particular
types of transmission projects provide greeter vaue, but
| think if you wereto just continue the hard dog through
financid property rights of dl types abit further, you
could probably reved financid rights associated not only
with the tranamission of energy or capacity, but dso
ancillary sarvices or the ancillary services that the DC
facility can provide directly.

And | think you can congtruct an andog to an
FTR that represents differentia prices for operaing
reserves, for example. That'sabit further out, and |
don't think that's necessarily aday 1 or even day 2
Issue, but it's one that's out there and is a mechanism
that any tranamisson invesment -- | wouldn't confineiit
to aDC facility, because other transmisson-type
facilities, whether they be an SVC, afax device, or even
an AC transmission line can do other things besides just
create FTRs and just ddliver ingalled capacity.

| think that's most of the game, and | think if
you get the right market structure in place, as we fed,
the type of transmission rights I've discussed ealier, |
think that can finance a subgtantid portion of the

tranamisson. There may be some tranamisson vou can't
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finance either because the market fails or because there's
some vaue that the tranamisson is bringing that isn't
captured, but | think that gets you most of the game, and
that's a pretty good day 1 objective, | would suggest.

MR. MEAD: Asyou continue to answer that
question, can the various speakers explain what you mean
by aphysicd right and how it would differ froma
finanad right?

MR. WALTON: It seemsto methe physicd
right's chief attribute is thet it has a blocking
capability. If you don't own it, you can't schedule.
That'saphysicd right. Once anybody can schedule, then
it's different flavors of financidsto me. And the only
place -- the place | can see an application for aphysica
right perhapsinitialy is a the boundaries between two
parties, and the reason is because the two separate
sysemswill be generating prices independently to some
degree, and s0 there will be a price discontinuity.

So the party doing a transaction across the
boundary may need to secure the -- guarantee the flow or
the schedule -- pardon the archaic term -- the schedulein
order to hold its price across that boundary. That's
probably an expedient until we figure out away to make
this discontinuity between systems go away o that the

prices dian at the boundaries and we don't have that.
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MS. FERNANDEZ: Unless someone else --

MR. THILLY: Can| make one statement? | think
the Structure of ownership of tranamisson is more
important than the sde of transmisson of rightsin terms
of getting invesment. Since weve had divestiture in
Wisconan to a stland-aone transmisson company, the
budget has gone up tremendoudy from when it was the

individud verticdly owned companies.

MR. ROVEN: Carl Roven from SVP. Have you had

any thoughts on how you'll ded with the traditiond loop
flows and how those are handled -- how therights for
those are handled?

MR. WALTON: At least in the weather SCC, we
anticipate initidly thet the -- well, | can't remember
what the term stands for, this agreement that allows usto
use the phase shifters to minimize loop flow but to stay
in place. To the extent that the loop flows are creating
some congestion in addition to thet, | think initidly
that would be done there. If we can figure out away to
dowhat | just talked about where when the prices across
the discontinuity are tied together, the issue of loop
flow goes away because in an LMP system, there is no such
thing.

MR. NAUMANN: That'swhy it's so important to

have the same market desian for dl tre RTOs, so that
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those -- because transactions are subject to loop flow
between RTOs, and if, for example, you had financid
rightsin two RTOs, the physicd rightsin one RTO which
implied you needed the right to schedule and you didn't
have exactly the right, you could redly messthings up.
So the basic thing isto have the same -- again, most of
the people, | think, were fairly unanimous on financid
rights, but it needs to be the same market design.
Otherwise, you do run into problems due to loop flows.

MR. MEAD: Canl judt follow up? | don't fully
understand that, just because my understanding is, you
know, if we have multiple RTOs, say, on this eastern
interconnect, and each RTO had the same LMP type market
design, it would presumably il consder only the
transmission congtraints within its control areain
deciding whether there are -- you know, what the LMP
prices were going to be.

And so let's say inthe Midwest 1ISO -- or in
PJIM, there's no congestion for amoment. So al the LMP
prices were the same. But some of its transactions
involved some loop flow that congested New York. |
presume PIM would not consider that congestion, and even
if they had identicd market designs, the fact that you
have different control areas would mean that the loop flow

would 0o unpriced. Isthat wrona?
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MS. MANZ: Loop flow is essentidly
uncompensated use of the sygem. And if | understand the
point, once you go to a network market that's across the
entire network, part a stlandard market design, the notion
of this uncompensated flow would go away, because it would
be priced in somebody's market. And | think that's -- is
that what you're saying, Steve?

MR. NAUMANN: Absolutely.

MR. WALTON: But you're going to have price
discontinuities a the junction.

MS. MANZ: Only if they'retotdly
disconnected. That was my point of making sure you share
the information across the seams so you don't have the
discontinuity.

MR. WALTON: Which impliestrading prices back
and forth to settle that, and at least on day 1, | don't
think that's going to happen.

MS. MANZ: Right. | think your point isagood
one. You have to have something up and running before you
can coordinate it with something ese. | don't think one
necessaxily follows far behind the other. And | believe
that's why we're seeing sort of these joint efforts
between PIM and the Midwest 1SO, and in fact, you will
have this coordination effort effective March 1st when

Allegheny becomes apart of PIM West. You will indeed
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have the first example of coordinating a market across two
different control areas. So pretty soon we're going to
see how thisworks.

MS. FERNANDEZ: Do we have any other brief
questions?

MR. TULLMAN: | haveone. I'm Bob Tullman with
LG&E Energy. Thismorning's group and this afternoon's
group with regard to tranamission expansion, it came up
that high LMP wasn't agood vehicle to incent that because
those seeking to capture the premium, once they built a

facility, whether it'slocd generation or lines or

subgtation upgrades, what have you, the premium goes away.

| guess my question to the pand is, what about
those paying the premium? Aren't they incented to finance
the upgrade? If you could comment on that.

MR. WALTON: Exactly.

MR. SCHNITZER: Yes.

MS. MANZ: | think that was the point made
earlier, that somebody cdled it sdling forward. Thet is
indeed what you're saling forward, the congestion relief.
Even though you no longer have the price differencesin
your profit stream or your revenue stream, you will have
the fact that you sold forward the congestion relief. So
yes, you're absolutely correct.

MS. FERNANDEZ: With that noted unanimity, that

241



242

seems like agood point to end. | would like to thank the
pand for avery informative discussion.
Tomorrow, were going to art at 10:00
tomorrow morning, same place, and the first morning's
pand will be on generation adequacy. Thank you.
(Whereupon, at 4:50 p.m., the conference was
adjourned, to be reconvened at 10:00 am., on Wednesday,

February 6, 2002.)



